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THE INTERNAL REVENUE CODE OF 1954 


FRIDAY, APRIL 9, 1954 


UNITED StatTes SENATE, 
CoMMITTEE ON FINANCE, 
Washington, D.C. 

The committee met, pursuant to recess, in room 312, Senate Office 
Building, at 10:10 a. m., Senator Eugene D. Millikin (chairman) 
presiding. 

Present: Senators Millikin, Martin, Williams, Flanders, Carlson, 
Bennett, Byrd, and Long. 

The CuarrmMan. The meeting will come to order. 

Mr. Arthur Elder of the American Federation of Labor. Is Mr. 
Elder here? Isanyone else representing the federation ¢ 

All right, Mr. Russ Nixon. Make yourself comfortable, Mr. Nixon, 
and identify yourself for the reporter. 


STATEMENT OF RUSS NIXON, WASHINGTON REPRESENTATIVE, 
UNITED ELECTRICAL, RADIO, AND MACHINE WORKERS OF 
AMERICA (UE) 


Mr. Nixon. I am Russ Nixon, the Washington representative of the 
United Electric: ul, Radio, and Mac shine Workers of America. 

Senator, I want to first express appreciation for the opportunity to 
appear before you. 

The CuarrMan. Weare glad to have you, Mr. Nixon. 

Mr. Nixon. The position I want to take with you is presented on 
behalf of 300,000 members in our union, in the electrical, radio, 
machine, and farm-equipment industries. 

In a very major way, what we want to econ is a similar position 
to that that we presented to you in 1951, Senator Millikin, if you may 
recall. Our position is based upon two very fundamental principles: 
First, our conviction that no taxes should be levied on an American 
family whose income is not large enough to maintain living standards 
at officially determined minimum adequacy levels of health arid effi- 
ciency. 

Second, that the revenue lost by not taxing family incomes below 
minimum adequacy levels can be re splaced to the extent necessar y with- 
out causing real hardship by closing loopholes and raising taxes on 
large incomes and wealth now escaping adequate taxation. 

In line with your injunction about the time situation, Senator Mil- 
likin——— 

The Cuatrman. How much time have you been given / 

Mr. Nrxon. Fifteen minutes. 
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The CHarRMAN. You will have more time than that. 

Mr. Nixon. Thank you. 

I would like to introduce the full statement into the record and to 
summarize it. 

The Cuarrman. That will be done, and it will be included in the 
record. 

(The prepared statement of Mr. Nixon follows :) 


STATEMENT OF Russ NIXON, WASHINGTON REPRESENTATIVE, UNITED BLECTRICAL, 
RapIo, AND MACHINE WORKERS OF AMERICA (UE), BErore THE SENATE FINANCE 
COMMITTEE ON 1954 TAX PROPOSALS, APRIL 9, 1954 


This statement is presented on behalf of the 300,000 workers represented by 
the U. EB. R. and M. W. A. in 1,000 electrical, radio, machine, and farm-equipment 
plants where UF is the bargaining agent. This UE position on tax policy reflects 
widespread discussion and deliberation among our members, in annual UE na 
tional conventions, UE district conferences, and UE local union meetings. 

The basic UE tax principles are simply stated: 

1. No taxes should be levied on an American family whose income is not large 
enough to maintain living standards at minimum adequancy levels of health and 
efficiency. 

2. The revenue lost by not taxing family incomes below minimum adequacy 
levels can be replaced to the extent necessary without causing real hardship by 
closing loopholes and raising taxes on large incomes and wealth now escaping 
adequate taxation. 

On the basis of these principles, the UE is in general opposition to the main 
content of H. R. 8800 because it revises the internal-revenue system for the benefit 
of those already wealthy instead of for the relief of the millions of low-income 
families now paying poverty-inducing taxes. This UE statement considers pri 
marily the question of income-tax-exemption levels. The UE favors the general 
purpose of the George-Frear-Kerr bill, S. 2983, while suggesting certain detailed 
exemption proposals which would even more adequately meet the test of removing 
taxes on substandard-income families. 

The UE presented these same proposals to the Senate Finance Committee in 
1951. The arguments for elimination of poverty-creating taxes presented at that 
time must now be augmented to include the great urgency to eliminate such taxes 
from millions of American families in order to combat the growing stagnation of 
our economy. The root cause of the serious depression threatening us today is 
the inability of the great mass of the American people to buy back the tremendous 
quantity of goods and services that it is in our national capacity to produce. This 
basic lack of purchasing power rises from the inadequate income of the majority 
of our population and the heavy burden of taxation borne by these families whose 
income is inadequate for maintenance of minimum decency levels of living. 

If Congress is to avoid aggravating the present depression trends and is 
to take effective action to maintain full employment, it must reject the self- 
seeking propaganda of big financial and industrial interests of the country which 
insist upon the suicidal courses of continuing heavy taxation on below adequacy 
income families. 

The basic tax issue confronted by the Congress is simply, whose taxes will 
be cut? H. R. 8300 primarily cuts taxes for the wealthy and economically power- 
ful interests of our country. This is the road to deeper depression and greater 
unemployment. The George-Frear-Kerr bill and the proposals of the UE to raise 
income-tax exemptions would eliminate poverty-creating taxes on the millions of 
American families whose lack of purchasing power today is causing unemploy- 
ment and threatening depression. 

What is a livirng wage? 

In spelling out the UE tax proposals, the first consideration is: What is a 
living wage; how much does a family need to have a minimum adequate living 
standard? This is the question of what level of family income should be exempt 
from taxation. 

Fortunately, we have an objective yardstick by which to measure what a 
“minimum adequate standard of living’ amounts to. The Bureau of Labor 
Statistics’ City Worker's Family Budget gives this “minimum adequate standard” 
for a family of four. For families of other sizes, the Treasury Department in 
1947 assembled the basic information necessary to adjust the BLS budget. 
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The BLS minimum adequate budget is by no means a luxury budget. It is far 
below what we consider the American standard of living. It was, in January 
1954, $483 (for a 4-person family) less than the budget estimated by the Heller 
Committee for Research in Social Economics, University of California, as neces- 
sary for a “healthful and reasonably comfortable living.” 

In important respects, it is even lower than average consumption in the de- 
pression, especially of foods, and considerably lower than actual per capita 
consumption in 1953. 


BLS food budget compared to United States per capita consumption 


Actual United States 
BLS budget consumption per capita 
allowance 
per person 


1935-39 1953 
Meat, poultry, fish..... pounds 116 157 166 
Eggs i number 256} 208 389 
Fluid milk and cream... pound 320 340 | 352 
Fresh vegetables do 121 235 | 218 


U. 8. Department of Agriculture, Agricultural Marketing Service, Apr. 8, 1954 


There is nothing luxurious about the clothing budget. The man of the house 
could buy 1 overocat every 64 years, 1 topcoat every 10 years. He could buy 5 
shirts a year, and 2 pairs of shoes. His wife could buy 1 cotton street dress a 
year ; her wool dress would have to last her 5 years. 

In the medical care department, the family could each go 3 times a year to the 
doctor, and each could receive 1 visit from the doctor at home. 

The family could buy 1 low-priced car every 15 or 16 years. In this car, they 
could drive to 19 movies during the year and to 4 baseball games (or other sports 
events, plays, or concerts). 

This family would be allowed 1 newspaper a day. It could buy a magazine 
once a week for 32 weeks of the year. For serious reading, it would have to go to 
the public library ; the budget allows only 1 book per year. It would have to get 
along with the same radio for 9 years. 

This family could have a telephone in its home, but would be allowed to make 
8 local phone calls a week; it could write 1 letter a week. It could have such 
standard appliances as a cookstove, refrigerator, washing machine, iron, sewing 
machine, vacuum cleaner, etc., if it could find a way to finance them on terms 
extending to 17 years for the stove, refrigerator, and vacuum cleaner, and up to 
100 years for the iron and sewing machine. The alternative is to share such 
items with other families, where possible. 

In spite of the obviously inadequate standard of living permitted by this BLS 
budget, we can use it as a measure of the minimum standard to determine below 
what income level taxes should not reach. 

How much income was necessary, in January 1954, to attain this minimum ade 
quate budget? 


Table ll 

imount needed 
Single person s $2, 103 
Family of 2 7 2 881 
Family of 3 3, 656 
Family of 4 4, 204 
Family of 5 ; 4, 83: 
Family of 6 5, 37 
Family of 7 Je . 5, 8565 


Source: BLS City Worker's Family Budget, October 1951, adjusted to January 1954 
prices, and adjusted for different family sizes by means of Treasury Department study, 
Individual Income Tax Exemptions, 1947, p. 6 The budget includes an allowance for 
Federal personal income tax 


How many American families get a living wage? 

The shocking fact is that a majority of American families do not today 
receive incomes sufficient to attain this quite meager minimum adequate stand- 
ard of living. The latest detailed income data we have are for 1951, but there 
is no reason to believe that conditions have changed for the better sinee then 
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In 1951, we find that there were 26,140,000 American families who could 
not reach this modest standard of living. These were 58 percent of all Ameri- 
can families. Thus, a majority of our families are now living at substandard 
levels. 


Table III 
Single person needed $2,032 but ail 5, 860, 000 persons got less 


Family of 2 needed $2,772 but a ‘ _. 6,160,000 families got less 
Family of 38 needed $3,530 but i 4,310,000 families got less 


Family of 4 needed $4,138 but____--__- ; 4,100,000 families got less 
Family of 5 needed $4,637 but--_.__-_- _.... 2,600,000 families got less 
Family of 6 needed $5,170 but__._.._.__._...-----_. 1,530,000 families got less 
Family of 7 needed $5,620 but_____- ox 1,580,000 families got less 


aeeetl ..._. 26, 140, 000 


Sources: Budget data: BLS City Worker's Family Budget, October 1951, adjusted for 
different family sizes by same method as in table II. Income data: Family Income in the 
United States, Series P—60, No. 12, June 1953, table 4. Budget includes an allowance for 
Federal personal income tax. 


Total persons 


If we do not accept this very minimum BLS budget as an adequate measure 
of what we consider the American standards of living, but use rather, the 
more adequate budget necessary for a healthful and reasonably comfortable 
living estimated by the Heller committee for research in social economics, 
University of California, we find that in 1949 almost two-thirds, or 62 percent, 
of all American families could not reach an American standard of living. 

That these substandard families should have to bear the burden of income 
taxation is a monstrous distortion of the aims of democratic government 
Our country is weakened both morally and physically, and the danger of 
depression is greatly enhanced, by the poverty-creating effects of taxation on 
this majority of our families who do not have the income required to purchase 
the simplest necessaries of life. 

The Nation’s depression base 

The UE’s basic tax proposal is that no family already living at a substandard 
level, as measured by the above BLS budget and income requirements, should 
be subjected to income taxation. The majority of our families who do live 
under such conditions form the core of the shortage of purchasing power 
threatening the economic health of the country. The most cursory examination 
of available data show beyond a doubt that the great mass of our people do 
not have the income and assets to buy the great outpouring of goods from our 
productive system. Freeing these people from income taxation would release 
large amounts of purchasing power to buy up these goods. 

Who gets the bulk of the Nation’s income? 

The facts, as indicated by the Federal Reserve Board’s 1953 Survey of Con- 
sumer Finances, are that in 1952 the total of those families with incomes less 
than $4,000 a year—constituting 59 percent of all families in the United States— 
received only 31 percent of the total money income. 


Taste 1V.—Distribution of income, 1952 


| | Percent of total money 
Percent of income— 





Money income before taxes ! all spending — — 
| units! Before After 
taxes ! taxes ? 
Less than $4,000_... 59 31 34 
$4,000 and over_... 41 69 | 66 
$7,500 and over é ne , 9 | 28 25 


1 Table 1, pt. I. 
2 Supplementary table II, pt. II. 


Source: Federal Reserve Board, 1953 Survey of Consumer Finances, Federal Reserve Bulletin, June 1953. 
We have chosen the income level of $4,000 as a rough indication of the average 


requirements of the Bureau of Labor Statistics’ minimum adequate budget for 
1951. Thus, we are talking here in a general way of the same majority of Ameri- 
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can families which we indicated above are living under substandard conditions. 
This majority of our families receives only 31 percent of total money income. 
This is the weakness of our great mass market. These families do not have the 
income to satisfy their many needs and to buy the mountains of goods our econ- 
omy puts out. They are the ones who need tax relief to help make ends meet. 

In contrast, families with incomes of $4,000 and over annually—only 41 percent 
of all families in the United States—received 69 percent of total money income 
in 1952. The concentration of income is seen to be even greater when we note 
that the small portion (9 percent) of our families making more than $7,500 get 
over one-quarter—28 percent—of all money income. 

This minority of families with the bulk of income cannot possibly consume the 
great quantities of goods which we have the capacity to produce. 


Who has the liquid assets? 


Liquid asset holdings are even more concentrated than income, and thus con- 
tribute to the weakness of the mass market for goods and services. The claim is 
often advanced that the American people have a vast store of liquid assets which 
are available for purchases. The facts show, however, that the low-income major- 
ity of our families have a very small portion of these assets, and that the rela- 
tively few upper income families hold the bulk of the assets. Thus, where the 
wants and needs for goods are there are few assets available to turn needs into 
actual purchases. 





TaBLE V.—Proportion of liquid assets held by income groups, early 19538 





| Percent of Percent of 
Money income before taxes (1952) spending liquid assets 
units held 
Less than $4,000 __ ees et - 59 | 36 
OR Is ice des se ee cninep dine con : 1 64 
SL, cto, dadimedtdabadgesicabiieines 9 | 34 
} 


Source: 1953 Survey of Consumer Finances, Federal Reserve Bulletin, June 1953, pt. I, supplementary 
table IT, 


Thus, in early 1953, 59 percent of all spending units, those with incomes less 
than $4,000 annually, held only 36 percent of liquid assets, while the remaining 
41 percent of spending units, those with incomes greater than $4,000, held the 
great bulk—64 percent—of liquid assets. Concentration of holdings in the high- 
income groups was even greater, since units with incomes in excess of $7,500, 
only 9 percent of all units, held 34 percent of all liquid assets. 

Actually, the Nation's liquid assets are even more concentrated than the above 
income class data reveal, since on January 1, 1952, 50 percent of all spending units 
had only 1 percent of all liquid assets, while the top 10 percent held 66 percent 
of all such assets. 


Who does the spending? 


Government statistics detailing the actual purchases of the American people 
bear out the contention that our country is plagued by a shortage of purchasing 
power based on the inadequate incomes of the great mass of our people. 

The facts show that the low-income majority of our people, because they do not 
have the total income, are actually able to do only a small portion of total spending 
in the country. 


TABLE VI.—Distribution of income and expenditures by spending units, by size 
of income 1949 


Percent of 
total expendi- 
tures 


| Percent of 
total money 
| income (after 
taxes) 


Spending units ranked by size of income (before taxes) 





Top 40 percent (income of about $3,500 and over) ‘ 67 63 
Bottom 60 percent (incomes less than about $3,500) 33 | 37 


Source: Federal Reserve Bulletin, November 1950, table 19, p. 1451. 
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With spending units ranked by size of income, we find that in 1949 the bottom 
60 percent of spending units, those with incomes less than about $3,500 annually, 
while representing the majority of all units, were able to do only 37 percent 
of spending because they received only 33 percent of total money income. These 
are essentially the families forced to live at substandard levels. Their endless 
needs remain unsatisfied, while the goods they produce in such vast quantities 
pile up on retailers’ and wholesalers’ shelves and in Government and private 
warehouses. 

On the other hand, the minority of spending units, those whose incomes in 
1949 were greater than $3,500, while constituting only the top 40 percent of 
spending units, received 67 percent of total money income and consequently did 
63 percent of total spending. 

These 1949 data are unfortunately the latest available, but later data on 
income distribution give sufficient reason to believe that the relationships for 
that year still hold true today. 

This distortion of income distribution and expenditures is an amazing revela 
tion for those of us who in the past have found it easy to accept the reasonable 
sounding proposition that the majority of our families do the majority of the 
spending. The proposition is contradicted by the facts. This becomes even 
more clear when we look behind the overall figures at the spending patterns 
for particular kinds of consumer goods. 

As incredible as it may seem, the bottom 60 percent of our spending units 
account for a minor portion of spending even for the necessaries of life. In 
1949, this majority of units (60 percent) bought only 38 percent of a group of 
consumer goods and services consisting primarily of food, housing, clothing, 
medical care, transportation, recreation, education, and State and local taxes 
(Federal Reserve Bulletin, November 1950, table 19, p. 1451). Is it any wonder 
that the Federal Government has piled up huge quantities of unsold farm prod 
ucts? Are these unsold products seriously to be considered as surplus? 

Let us look now at the data for purchases of various consumer durable goods 
What sections of the population buy the majority of these goods? 


TABLE VII.—Income distribution of purchasers of various consumer durables and 
homes, 1953 


} Furniture 
Jarcent ‘ WwW 
N Pheie » before taxe Earount of New autos and major relevision Homes 
foney income before taxes a pe I a household sets (nonfarm 


ing units 
appliances 


Under $4,000 ‘ 59 19 


47 41 
$4,000 and over ; 41 81 5, 


59 7 


1 The income distribution of nonfarm spending units is approximately the same as that of all units: Under 
$4,000, 57 percent of all nonfarm units; $4,000 and over, 43 percent. 

Source: 1953 Survey of Consumer Finances, Federal Reserve Bulletin, pt. II, supplementary table 3; 
pt. III, supplementary table IT 


It is immediately apparent that the low-income spending units, those with 
annual incomes less than $4,000, while representing not much less than two-thirds 
of all spending units—59 percent to be precise—accounted for only a minor 
portion of purchases of a number of important durable goods. Thus, in 1952 
the low-income 59 percent of units bought only 19 percent of all new autos sold, 
only 29 percent of new homes, only 41 percent of television sets sold, and only 
47 percent of the furniture and major household appliances. On the other hand, 
the 41 percent minority of our spending units accounted for the greater part 
by far of these purchases : 81 percent of all new autos, 71 percent of new homes, 
59 percent of teievision sets and 53 percent of furniture and household appliances. 

That these spending patterns were not peculiar to the year 1952, but have 
been continuing trends, is indicated by the pattern of ownership distribution by 
the same income classes. Ownership data for certain goods are available for 
early 1952 and early 1953. 


a al Ae 


weber ate. 





INTERNAL REVENUE CODE OF 1954 649 


Taste VIII.—Ownership of consumer durible goods and homes, by income groups 


Percent of each income group owning 
Percent of all < 


Money income before taxes ! spending 
units 1 Homes (non- 
A rv set tefrigers 
uto Mt Refrigerator farm)! 

Karly 1952 
Under $4,000 ta 46 16 57 46 
$4,000 and over 36 81 53 86 62 

Early 1953: 
Under $4,000 5Y 16 (3 45 
$4,000 and over 41 82 Qa (a 61 


' In year prior to year specified. 

? The income distribution of nonfarm spending units is approximately the same as that of all units: Early 
1953 (1952 income), under $1,000, 57 percent of all nonfarm units; $4,000 and over, 43 percent; early 1952 (1951 
income), 62 percent for under $4,000; 38 percent for $4,000 and over 

+ Not available. 


Sources: Federal Reserve Bulletins 1952 and 1953, Survey of Consumer Finances. Early 1952, FRB 
August 1952, table 8, p. 866; table 15, p. 870, table 16, p. 871; September 1952, table 1, p. 975; for homes, 1958 
Survey, pt. II, supplementary table I. Early 1953, 1958 Survey, pt. LV, supplementary table 7; pt, LILI, 
supplementary table 1. 


With distorted purchase patterns of this kind, it is no surprise that unsold 
goods have piled up, such as the 650,000 unsold new autos in early 1954, and 
that layoffs and unemployment have been rising rapidly. A majority of our 
working-class families do not have these durable goods and homes which they 
need and want. Because of their inadequate purchasing power, the mass market 
our productive system needs is undermined, 

As a matter of fact, preliminary findings of the most recent Federal Reserve 
1954 Survey of Consumer Finances has disclosed that Consumers generally plan 
to buy in 1954 even fewer of these items than they planned to buy in 1953. Only 
6.8 percent of nonfarm spending units plan to buy homes in 1954, compared to 
8.8 percent in 1953. Only 7.8 percent plan to buy new autos, compared to 9.0 
percent—in the face of tremendous inventories of unsold new cars. And only 
26.8 percent plan to buy furniture and major household appliances, compared to 
31.9 percent who planned such purchases in early 1953. 

In this kind of a threatening situation, it is important that Congress revise 
our tax structure so as to put added income into the hands of those low-income 
families who must spend to live. Present congressional tax proposals for relief 
to the wealthy and the corporations is courting economie disaster for the entire 
country. 


Present tag setup is poverty- and depression-creating 

Our present tax system bears relatively most heavily on the majority of our 
families already living at substandard levels. Thus, the impact is to add poverty 
where there already is plenty of it, and to add to the threat of depression by 
depriving of sorely needed purchasing power, families who would spend it to 
buy the necessaries of life. 

The argument is often advanced that this situation is unavoidable. Low- 
income families, it is said, constitute the bulk of the Nation's population. By 
virtue of their numbers, they are said to receive the bulk of the Nation’s income, 
and hence must bear a large part of the tax burden in times of great need of 
Federal revenue. 

We have already given the data proving this argument to be false.. In actual 
fact, the lower end of the income scale, those spending units with incomes 
less than $4,000 annually, who are below the level of the minimum adequate 
standard of living, received only 31 percent of total money income in 1952 even 
though they made up 59 percent of all spending units. 

Even if we stretch the lower end of the income scale up to $5,000, to include 
the middle spending units just managing to keep their heads above water, we find 
still a minor part of total income. These spending units received in 1952 only 
47 percent of total money income even though they were three-quarters (74 per- 
cent) of all units. The bulk of the income (53 percent) is received by the 26 
percent of units who have annual incomes greater than $5,000 annually. 

The poverty-creating effects of our present Federal personal income tax are 
quite clear. Let us take a very representative case: A manufacturing -worker 
with wife and 2 children, who is earning the officially reported average weekly 
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wage of $70.92 (as of January 1954). His annual income at this rate is $3,688— 
if he works 52 full weeks in the year. To achieve the minimum living standard 
provided by the BLS budget, however, he needs $4,294, including allowance for 
Federal income taxes. His income, therefore, is $606 short. This means he and 
his family must do without some of the meager supply of items listed in the BLS 
budget—some of the food, or the clothing, or the medical care. Certainly he is 
unable to purchase the durable goods—such as washing machines, refrigerators, 
autos—which he needs. 

This very typical worker pays $201 in Federal personal income tax, If Con- 
gress were to exempt him from this taxation, he would still be $308 short of the 
minimum adequate budget (Federal income taxes excluded). But Congress 
would have provided his family with a considerable measure of relief, and would 
at the same time have guaranteed that much more spending power to help ward 
off the threatening depression. 

We have already shown earlier that this typical worker is not alone in his un- 
fortunate position. The latest overall income data available show that in 1951 
there were 26,140,000 American families, 53 percent of all families, in this same 
situation. As a matter of fact, these same data show that 2,260,000 families 
whose incomes in 1951 would have just allowed them to keep their heads above 
water by reaching the minimum budget, were forced below the level of minimum 
adequacy and decency by the necessity of paying Federal personal income taxes. 

These are the stark poverty-creating aspects of our Federal personal income 
tax which Congress must correct if it is to have any claim to following the pre- 
cepts of democratic government. 

The total tax burden on working people is well known, of course, to be much 
greater than that of Federal personal income taxes alone. The impact of all 
taxes, Federal, State, and local, direct and indirect, is such that workers bear 
by far the heaviest relative burden. This impact has been measured for the year 
1948. There is every reason to believe that it is just as heavy today. 


TaBLE 1X.—Impact of Federal, State, and local taxes on various income groups 


| Tax payment as percent of 
| 


income 
Income group a 
1938-39 1948 
Under $1,000 18.0 23.6 
$1,000 to $2,000__- 17.5 20.3 
$2,000 to $3,000_- 17.4 21.6 
$3,000 to $4,000__. 17.7 21.8 
$4,000 to $5,000 18, 2 21.7 
$5,000 to $7,500_. 18. 7 23. 1 
$7,500 and up... 32.7 31.7 
All groups....... ; 20. 3 24.7 


Sources: 1938-39: TNEC Monograph No. 3, Who Pays the Taxes? (1940); revised figures cited in Fiscal 
Policies and the American Economy, Editor K. E. Poole, Prentice-Hall (1951), p. 382. 1948: Estimates of 
R, A, Musgrave et al. in The Distribution of Tax Payments by Income Groups in 1948, in National Tax 
Journal, March 1951. 


The table shows that the proportions of income going for taxes at lowest income 
levels is very high, equals that for much higher incomes covering up to 95 percent 
of all taxpayers, and only in the top 5-percent class is there even a limited appli- 
cation of the ability to pay principle. 


UE taz proposals 
The basic UE tax proposal is to raise personal and dependents’ exemptions to 

the level required to eliminate all income taxes on families whose incomes are 

less than that required to attain a minimum adequate standard of living. 

Adoption of this proposal would return our Federal income tax to a basic 
principle written into the law at its very inception, and maintained throughout 
most of our history. According to the Treasury Department’s 1947 study, Indi- 
vidual Income-Tax Exemptions: 

“This viewpoint appears as far back as the beginning of the Federal income 
tax during the Civil War period. The then Commissioner of Internal Revenue 
stated with reference to the $600 personal exemption provided under the 1864 
law: ‘It was, of course, the purpose of the law to exempt so much of one’s 
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income as was demanded by his actual necessities’ 
Internal Revenue, 1866, p. XXIII, p. 3) 

The argument for increasing exemptions is unanswerable from an economic, 
social and humanitarian point of view. The 1947 Treasury Department study on 
Individual Income-Tax Exemptions cites this argument: 

“For the long run, it is regarded as essential to exempt amounts required to 
maintain the individual and his family in health and efficiency. Apart from 
humanitarian aspects, this view is based on certain practical social and economic 
consderations. Thus, it is held that taxing substandard living will result in 
lowered economic vitality in the community, lower revenues, and possibly result 
in higher Government expenditures for social repairs.” 

The study notes further: “In this view, ability to pay does not commence until 
a point is reached in the income scale where the minimum needs of life have 
been obtained.” 

Anticipating the argument that exemption of low incomes puts more taxes 
on the rich, and that this reduces “incentive,” the Treasury study notes that 
“the sacrifice involved in going without certain necessities is not susceptible of 
measurement or comparison.” In other words, the sacrifice involved in cutting 
family consumption down from a Cadillac seale of living to a Buick scale, or 
even to a Chevrolet scale, is not to be compared with the sacrifice involved in 
giving up a quart of milk a day or new shoes for the children, or a much-needed 
visit to the doctor. Yet that is precisely the kind of sacrifice which is imposed 
daily on low-income families by the present tax burden. 

As late as 1989, personal and dependents’ exemptions eliminated taxation on 
incomes already below an acceptable standard of living. Since then, however, 
exemptions have been continually lowered while the cost of a minimum adequate 
budget has been continually rising. The result has been that present exemptions 
are grossly inadequate, and the present Federal personal income tax is a pover- 
ty-creating tax. 


(report of Commissioner of 


TaBLe X.—IJndividual income-taz eremptions: 19389 and now 


Exemptions Amount needed 

Size of family to restore 
| purchasing power 
1939 January 1954 |of 1939 exemptions 
Single person $1, 000 $600 $1, 942 
Married couple 2, 500 1, 200 4, 850 
Family of 4. __- 3, 300 2, 400 6, 410 
Source: 1947 Treasury study, Individual Income-Tax Exemptions, chart 3, adjusted to January 1954 


prices by BLS consumer price index 


Thus, for a family of 4, the 1939 exemption of $3,300 would be equaled by 
an exemption of $6,410. The present exemption of $2,400 is exactly $4,000 short 
of this. 

Above all, however, present exemptions are grossly inadequate compared with 
the budget requirements of a minimum adequate standard of living today. 


Taste XI.—Present individual income-tar exemptions and minimum budget 
requirements 


Cost of budgets, January 1954 ! 


Prunes ~ 
Size of family Present gross 


exemptions | BLS “mini- Heller committee 
mum ade- ‘health and 
quate”’ | decency”’ ? 
| 
Single person - - - ‘ x — $675 $1, 838 $2, 000 
Married couple... . | 1, 325 2, 597 2, 835 
Family of 4-- | 2, 675 3, 996 4, 357 
i 


1 Excluding Federal personal income tax. 

* Budget of the Heller Committee for Research in Social Economics, University of California, for Sep 
tember 1949, corrected to January 1954: Consumption items corrected by BLS Consumer Price Index; 
social-security tax increased to $72. 


45994—54—-pt. 2-2 
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Thus, a family of 4 is today allowed an exemption $1,321 short of the basic 
requirements of the BLS “minimum adequate” budget, and $1,682 short of the 
more acceptable American standard of the Heller “health and decency” budget. 

In line with the minimum BLS budget requirements, the UE proposes that 
exemptions should be set at the following amounts: 


Single person___- ~~~ =F ee he ose TE PRE ee Pe ee 
Married couple_-_- ca Be ne btw eieneia ices a ae 
Dependent______~- Le cigs tiie ocmante Desi dlaicad week 700 


Thus, a family of 4 would be allowed an exemption of $4,000, just sufficient 
to cover the minimum BLS budget requirements. 

The UE supports the George bill (S. 2983), which increases personal and 
dependents’ exemptions to $800 in 1954 and to $1,000 thereafter. In sharp con- 
trast, the whole of the long and complex H. R. 8800 in almost every way is truly 
a rich man’s tax “relief” bill. The George bill, on the other hand, with one 
simple proposal, would be infinitely more conducive to the Nation’s economic 
health and to democratic principles of government, by giving real relief to low- 
income families in need of additional purchasing power to reach an acceptable 
standard of living. 

Nevertheless, the UE believes that its personal-exemption proposals more ade- 
quately realize a return to the basic principle of income taxation laid down 
in the original law of 1864—the principle that it is “essential to exempt amounts 
required to maintain the individual and his family in health and efficiency” 
(Treasury Department). 


Taste XII.—Minimum budget requirements compared to exemptions under the 
UE proposals, the George bill (S. 2983), and the present law 


BLS min- 


imum 
budge . : ‘ 
Size of family r — UE pro- | George bill,| Present 
Size « ily © — 35 955 aw 
ments, posal , ae 
January 
1954 | 
I $1, 800 $1, 000 $600 
9 2, 600 2, 000 1, 200 
; 3, 300 3, 000 1, 800 
‘ 4, 000 4, 000 2, 400 
r 4, 700 5, 000 3, 000 
6 5, 400 6, 000 . 600 
: 6, 100 7, 000 4, 200 





Excluding Federal personal income tax 


Thus, the proposed UE exemptions of $1,800 for an individual, $2,600 for a 
married couple, and $700 for each dependent—are sufficient all down the line, 
allowing something extra for very large families. The straight $1,000 exemp- 
tion proposed by the George bill is sufficient only for families of 4 or larger, 
with a very sizable excess for the largest families. But the George bill exemp- 
tion for the single individual is $838 short of the minimum budget, $597 short 
for a married couple, and $355 short for a family of 3. 

The UE very strongly urges that the George bill is a very long step in the 
right direction, and hence should be adopted. Nevertheless, Congress should 
adopt the UE proposals as the major element in a general tax revision aimed 
at democratizing our tax system and at using tax policy as a genuine anti- 
depression weapon, 


Reduce excise tares on consumption 


A second long-overdue and major element of the proper tax revision is reduc- 
tion and removal of excise taxes on consumption. These are the most regressive 
taxes, and completely contrary to democratic principles of taxation. It is un- 
necessary to go into details on this subject, but the UE proposes that Congress 
must certainly remove Federal excises on such common consumption items as 
beer, cigarettes, transportation, and household appliances. Above all, under no 
circumstances should any new sales taxes, general or specific, be levied on 
consumption goods. 


peer 
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Taves for revenue should be levied on profits and wealth 

At this point it would be well to debunk a false argument often advanced in 
opposition to the kinds of tax proposals made by the UE. The revenue losses 
incumbent upon such proposals, it is said, could not be replaced. Even if the 
entire income of the upper brackets were confiscated, the argument goes, the 
revenue obtained would not come near that lost. In times of great need of 
revenue, the Federal Government must reach into every section of the popula- 
tion, no matter what its conditions, it is argued. 

This argument is easily laid to rest. The UE proposals flow directly from 
the democratic principle that taxes should be based on ability to pay, and should 
be progressive. “Ability to pay does not commence until a point is reached in 
the income scale where the minimum means of life have been obtained” (1947, 
Treasury Department). In a democratic system of taxation, the main burden 
should be placed upon profits and wealth, and not upon substandard and barely 
standard levels of living. 

These principles for the elimination of poverty-creating taxes do not neces- 
sarily mean reducing actual tax revenue. There are more than sufficient alter- 
native sources of revenue. And, in a democratic society such as ours, any alter 
native source of tax revenue is more desirable than taxes which force families 
not to eat enough, to be ill-clad and ill-housed, and not to see the doctor when 
need be. These are the fundamental factors which must determine the kind of 
tax revision this Congress adopts. 

Alternative sources of taw revenue 

It has been estimated that the UE tax proposals for raising exemptions and 
removing excises, would cause the Federal Government a $11 billion annual 
loss of revenue—$s billion for the $1,000 exemption, and about $3 billion for 
excises. This $11 billion could be replaced, without undue hardship, and with- 
out touching the income-tax rates on upper individual income brackets. The 
$11 billion could be replaced by restoring the excess-profits tax and by closing 
loopholes in the present tax laws, which permit corporations and wealthy 
families to evade great amounts of their just tax liabilities. 


Alternative sources of tax revenue (estimated) 


Restoration of excess profits tax iecadincrddtialitaniatnoel $2, 500, 000, 000 
Elimination of accelerated amortization program- ‘ite 1, 500, 000, 000 
Closing loopholes ___~- ‘ be 7, 100, 000, 000 


otek ii ooh aot ___.-. 11, 100, 000, 000 


Restore the excess-profits tar 

The excess-profits tax is estimated to have yielded about $214 billion in 1952. 
In spite of this, corporations in that year made the fabulous sum of $18.6 billion 
after all taxes. In 1953 total corporate profits after taxes were $19.6 billion, 
almost double the $10.6 billion profits of the most lush year (1948) of World 
War II. If this most prosperous World War II year were taken as a standard 
and surely $10.6 billion in corporate profits after taxes is hardly unsatisfactory 
1953 corporate profits would leave a pool of $9.6 billion for tax revenue. 

But in any case, simple restoration of the excess-profits tax which expired 
just a few months ago, would yield the Government $2,500,000,000. 
Eliminate the accelerated amortization tax bonanza 

The program for accelerated amortization of “defense” facilities was enacted 
in 1950. The House Committee on Expenditures in the Executive Departments 
has called this program the biggest bonanza that ever came down the Govern- 
ment pike, and declared its administration was unsound and detrimental to the 
public interest (H. Rept. 504, May 28, 1951). 

The cost of this bonanza in tax revenue lost to the Government has been esti- 
mated by former Interior Secretary Oscar Chapman. According to the latest 
release of the Office of Defense Mobilization (April 5, 1954), $30 billion worth 
of facilities have been certified as of March 24, 1954. In 1951 Mr. Chapman 
said, “If the total investment in facilities certified over the next few years 
amounted, say, to $30 billion, which is not considered at all unlikely, the short 
term loss of tax revenues could therefore approximate $13 billion” (hearings 
before the House Committee on Expenditures in the Executive Departments, 
March and April 1951, pp. 394-400). 
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Taking into account the long-term effects of taxes repaid after the facilities 
involved have been written off, Mr. Chapman had this to say: “If the total 
investment involved in facilities certified over the next few years amounted to 
$30 billion, the total long-term cost would be almost $9 billion (at a low assumed 
effective tax rate) and more than $6.5 billion (at a high assumed effective tax 
rate)” (p. 396). Thus, we can estimate roughly that the magnitude of the 
long-term revenue loss to the Federal Government resulting from the accelerated 
amortization program, when spread over a period of 5 years will average from 
$1.3 to $1.8 billion per year. 

Mr. Chapman noted further an extremely important point, “* * * the short- 
term cost should not be minimized by undue emphasis on the lesser, long-term 
cost. Under a pay-as-we-go tax policy, the short-term loss of revenue must, 
of necessity, be compensated for by increasing the already heavy tax burden 
of the people as a whole; i. e., by shifting the tax burden of a relatively few 
corporations to other taxpaying segments of the public” (p. 396). 


Close tax loopholes for corporations and wealthy 

Ly far the largest source of alternative tax revenue available to the Federal 
Government is that which could be tapped if gaping holes in the present tax laws 
were closed. Estimates made of the magnitude of the annual revenue available 
from this source are: 


Elimination of wealthy family income splitting.............-~- $3, 000, 000, 000 
Tisbtening estes GOd itt GAR. . 6c coccinea oeeeenancenns 1, 000, 000, 000 
Reduction of oil and mineral depletion allowances : 750, 000, 000 
Reduction of preferential treatment of capital gains... _ 500, 000, 000 
Withholding tax on dividends and interest._..........--~__ ee 800, 000, 000 
Elimination of tax-exempt securities_.......-..-----_--.._--~- bs 850, 000, 000 
Hlimination of phony family partnerships...............---- 200, 000, 000 
Stricter enforcement of laws__- ‘ wd 1, 000, 000, 000 

ONE wet a eee Site bhteohtehiis Mihi Si 7, 100, 000, 000 
Conclusion 


In conclusion, it must be stated emphatically that the UE does not consider 
its tax proposals by any means as being in the nature of punitive tax legisla- 
tion. On the contrary, legislation of the sort proposed is clearly in the best 
interests of the Nation. No doubts whatsoever can be entertained on this 
score with respect to the proposal that taxation be based strictly on ability to 
pay, and that ability to pay commences only when sufficient income has been 
exempted to permit a family to attain a reasonable American standard of living 
on a healthful and efficient basis. In our democratic society, this has been a 
long-standing principle which has been violated only in recent years. 

Furthermore, from the standpoint of the economic welfare of the entire Nation, 
a tax policy such as that proposed by the UE will militate against the develop- 
ment of the serious depression which we are threatened with today. A general 
tax revision of the type proposed in H. R. 8300 would not only violate further our 
democratic principles, but would also aggravate the economic threat and court 
national disaster. 

On the contrary, the UE tax proposals would put great sums of additional 
purchasing power into hands which would spend it immediately so as to lessen the 
tragedy of want amidst plenty, which lies at the heart of the trend to economie 
depression and deterioration. 


The Crarrman. I want to say to you that by putting something in 
the record it goes to the staff and they digest it, and it will be presented 
to the full committee. 

Go ahead, Mr. Nixon. 

Mr. Nixon. I appreciate that. 

T am going to direct my attention primarily to the question of indi- 
vidual income-tax exemption levels, although of course we are inter- 
ested in the general tax situation. 

In general, our union is in opposition to the main content of H. R. 
8300, because, in our opinion, it revises the internal revenue system 
for the benefit of those already wealthy, instead of for the relief of 
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the millions of low-income families now paying poverty-inducing 
taxes. We in general favor the purposes of the George-Frear-Kerr 
bill, but we have certain suggestions of detailed exemption proposals 
which, i in our opinion, more adequately meet the test of removing taxes 
on annie income families. 

When we testified here in 1951, we urged the removal of taxes on 
families whose incomes are less than enough for minimum budgets, 
on the basis of humanity, on the basis of the welfare of individual 
people involved, the millions of families that are in that category. 
Now, in 1954, we add to this argument, in our opinion, the great 
urgency of eliminating such taxes from millions of American families 
in order to combat the growing stagnation of our economy. ‘The root 
sause of the serious depression which threatens us today is the in- 
ability of the great mass of the American people to buy back the 
tremendous quantity of goods and services that it is in our national 
capacity to produce. ‘This basic lack of purchasing power arises from 
the inadequate income of the majority of our population and the heavy 
burden of taxation borne by these f: amilies whose income is inade quate 
to maintain adequate levels of living. 

Now, in our opinion, the basic issue confronted by the Congress 
is simply whose taxes will be cut? In our opinion, H. R. 8300 pri 
marily cuts taxes for the wealthy and economically powerful interests 
of our country. This is the road to cues depression and greater 
unemployment. The George-Frear-Kerr bill and the proposals of 
our union to raise income-tax exemptions would eliminate poverty 
creating taxes on the millions of American families whose lack of 
purchasing power today is causing unemployment and threatening 
depression. 

What we are setting out here is that we propose a return to the 
original principles which underlay the setting of exemptions and 
income taxation. When income taxation was first introduced in this 
country in 1864 the principle was stated that a minimum level of 
existence, income sufficient for necessity, should be the consideration 
in determining the minimum level of income-tax exemption. This 
principle followed through 1939 until it was abandoned with neces- 
sary reason after 1939, as exemptions were lowered and a concept 
of an officially determined minimum level of living was more or less 
forgotten in the necessity for the financing of the military effort of 
that period. 

We are now suggesting, as a matter of national interest, the re- 
establishment of the concept of a minimum standard of living below 
which we shall not apply taxes inasmuch as such taxes bite into the 
basic necessities of American families, and in that sense have a dif- 
ferent significance than any other taxes we can levy. 

Now, this raises the question at the outset: What is a living wage4 
How much does a family need to have a minimum adequate living 
standard ? Fortunately, this is not a question where you need merely 
to take the opinion of a union or of outside individuals. The Gov- 
ernment itself has been defining what is the minimum level of living: 
what is the minimum budget. 

We have an objective yardstick by which to measure the minimum 
adequate standard of living. It is prepared by the Bureau of Labor 
Statistics’ City Worker’s Family Budget. It is kept up-to date and 
it is constantly being reviewed and revised. 
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As I said, Senators, in 1951, it seems to me that not enough atten- 
tion has been paid to these data in the tax consideration of the Con- 





gress. Very frankly, it seems to me that the Congress knows a great 
deal more about oil depletion and machinery depreciation than it 
knows about stomach depletion and standard of living depreciation, 
which follows from income taxes levied on families whose incomes 
are already inadequate to maintain minimum standards of living. 

Now, I am sure that this committee is well aware that the Bureau 
of Labor Statistics’ minimum adequate budget is by no means a luxury 
budget. I urge you to inspect this budget very carefully and see what 
its implications are, as you consider what to do with income-tax 
If you "look at it, you will find that it is a most modest 


exemptions. 


kind of standard of living. 


As a matter of fact, 


it is $433 less than 


the budget estimated by the Heller Committee, the University of Cali- 
fornia budget that they say is necessary for healthful and reasonably 
comfortable hving. 

The budget includes in it a most modest consumption pattern. It 
includes in it a food-budget pattern, which is less than the actual 


United States per capita consumption at the present time. 


It includes 


in it most modest and, in my opinion, actually inadequate provisions 


for medical care, for the basic necessities of living. 


And certainly 


it has a most modest provision for something that goes beyond the 
elementary necessities. 
This you can verify by simple attention to the content of that budget, 
and yet, in spite of the obviously inadequate standard of living per- 
mitted by this Bureau of Labor Statistics’ budget, we can use it as a 
minimum standard to determine below what income taxes should not 


reach. 


The Treasury Department in 1947 prepared a very significant study 
of the budget pattern, as it related to exemptions. 


that report and are well acquainted with it. 


data for v 


I am sure you have 
They adjusted the budget 
various sizes of families in the country, and they made an 


indication of what actual income was required for a single person, for 
two persons, three persons, four persons, and so on, to maintain this 


minimum adequate budget. 


We have brought this adjustment up to date, on the basis of changes 
in the cost of living, according to these officially determined stand- 


ards 


and I emphasize “these officially determined standards”—they 


are your standards, they are Government standards, set up and super- 


vised by the ¢ 


rovernment. 


In January 1954, to attain this minimum adequate budget, a single 


person needed $2,103 in income. 
married couple with two children needed $4,294. 


requirement for current taxation. 
Now, given that standard, the minimum standard officially desig- 


nated by the Government, we can then ask the question: 


A family of 2 needed $2,881. <A 
This includes the 


How many 


American families get income adequate to cover this standard of liv- 
ing? A shocking fact is that a majority of American families do not 
today receive income sufficient to attain this quite meager minimum 
I have a feeling that Congress sort of 
likes to look the other way when confronted with this irrefutable fact. 

In 1951, we find that there were 26,140,000 American families who 
could not reach this modest standard of living from their income. 


adequate standard of living. 


These were 53 percent of all American families. 


This means that, 
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according to the officially designated budget, a majority of our families 
do not have incomes sufficient to maintain them at officially designated 
minimum standards of living. 

These substandard families, hi iving to bear the burden of income 
taxation, seems to us to weaken the economic base of our prosperity 
and to underlie the danger of depression. The poverty-creating effects 
of taxation on this majority of our families who do not have the in 
come required to purchase adequately the simplest necessities of life, 
is amajor root cause of our current economic difficulty. 

If you will take a look at the question of income in this country, 
you will find that there is an unquestioned picture of inadequacy of 
mass purchasing power, characterizing the majority of our families. 
This also is to be shown by reference to income distribution data, 
again prepared by the Federal Government. 

In 1952, the total families in our country who had incomes less 
than $4,000 a year constituted 59 percent of all families in the country. 
Yet, they received only 31 percent of the total money income—59 per 
cent of our families received 31 percent of the total money income. 

In our opinion, it is in the inadequacy of purchasing power of these 
families that we find the basic cause for our problem of consuming the 
potential capacity of our productive machinery, and it is our point, of 
course, that tax revision should direct itself at this basic difficulty. 
That means that taxes should be eliminated from those families whose 
income is renege to meet these minimum levels. 

This point, it seems to me, is further verified by reference to the 
question of she has the liquid assets of our country. We kind of 
like to think that we have a certain equality of leveling wealth in this 
country. The facts, of course, do not bear this out, because the pos 
session of liquid assets indicate that they are even more concentrated 
than the income distribution, 

On January 1, 1952, 50 percent of all the spending units in our 
country had only 1 percent of all the liquid assets possessed in our 
country. The top 10 percent of the spending units in America held 66 
percent of all such assets. 

If you look at the question of who does the spending, again you will 
find that there is a distortion here whereby the low-income majority 
of the people, because they do not have the adequate total income, are 
actually able to do only a small portion of the total spending of our 
country. 

For example, we find that a majority of the spending units, 60 
percent of all units, bought only 38 percent of the consumer goods and 
services, consisting primarily of food, housing, clothing, medical care, 
tre ansportation, recreation, education, and State and local taxes. 

This is, it seems to me, verified by reference to the people who buy 
our products. Families below $4,000 in 1953 made up 59 percent of all 
our families, but in 1953 they bought only 19 percent of all the auto- 
mobiles purchased in our country. We wonder why there is a problem 
in the automobile factories. This is the place to look for the answer. 

The same thing is reflected in the area of ownership. It is a com- 
monplace saying that “everybody has an automobile” in America. 
The fact is that only 46 percent of the family units with incomes under 
$4,000 own automobiles, regardless of age or condition. Only 46 per- 
cent of all the families with incomes under $4,000 own automobiles, 
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and yet they made up 64 percent of all the spending units in our 
country. 

What is the point of this?’ The point of this is to show that the 
basic difficulty of finding adequate mass-purchasing power in sufli- 
cient volume to keep the wheels of our factories turning, rests in the 
—— fact that the majority of our population, the majority of our 

families, given the inadequacy of their income and given the added 
burden of income tax: ition, find it difficult to carry their purchasing 
burden. 

I noticed a statement by the chairman, quoted in Business Week 
magazine, to the effect that activity amongst consumers would trickle 
up to investors and to producers. I think that is a very apt observa- 
tion, and the point I am making is that there is a grave limitation on 
the trickle-up, because of the inadequacies of income and the heavy 
burden of taxation in these low-income levels. 

Now, what we are proposing, then, is that these income levels having 
inadequate incomes to maintain an officially determined standard of 
living, should as a matter of humanity and as a matter of combating 
the danger of depression, be the prime target of tax revision. 

Let me give you one specific example to show you what this situa- 
tion is, to show the poverty-creating effects of our present. personal- 
income taxation. Take a representative case: A manufacturing worker 
with a wife and two children, who is today earning the officially 
reported average weekly wage of $70.92. His annual income at this 
rate is $3,688. That is the national average for factory workers. 
He gets that $3,688 if he works 52 full weeks of work. That is a 
heroic assumption, but let’s make it for the purpose of illustration. 
To achieve the minimum living standard provided by the Bureau 
of Labor Statistics’ budget, however, he needs $4,294, including pro- 
vision for Federal taxes. His income is $606 short. This means that 
he and his family must do without some of the meager supply of 
items listed in the Bureau of Labor Statistics’ budget, some of the 
food or the clothing or the medical care. 

Certainly he is ‘unable to purchase, if he is unable to pay for it, 
the durable goods, such as washing machines, refrigerators, auto- 
mobiles, and the things he needs which are in our capacity to produce. 

This very typical worker pays $201 in Federal personal-income tax. 
If Congress were to exempt him from this taxation, he would still be 

¢308 short of the minimum-adequate budget. But Congress would 
have provided his family with a considerable measure of relief, and 
would at the same time have guaranteed that more spending power 
would have been created to help ward off the threatening depression. 

To repeat again, our basic proposal is that we must take a new 
look at the minimum levels of existence, This is a very precise meas- 
ure. It is something that you can put your hand to; you can check 
it. If you decide to, you can look at the budget and say, “This is 
a false study. There are errors in it. It isn’t true that this is the 
amount of money that workers need.” Or, you can come up with 
the conclusion that, “Yes, it is a good, reliable measure of a minimum 
standard of living.” If you draw that conclusion—and it seems to 
me that you must make some conclusion about the legitimacy of this 
budget—then it seems to me that you are faced with a very serious 
im slication, if we continue taxes that cut below that minimum- 


budget level. 
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I know that the decision with regard to taxes and, of course, the 
decision with regard to cut taxes, presents the Congress with a very 
difficult problem of choice. And there are arguments for all kinds 
of tax cuts, and there are logical arguments that can be made. But 
what I am trying to say, what my union is trying to say to the 
Congress, is that, in our opinion, you must start as a matter of priority 
with the ee that the first tax cuts you impose are those 
directed to relieve families from poverty-creating effects of taxation; 
that if we have taxes now which without any question reduce the 
standard of living of people below what we, the Government, you, 
the Government, officially says is the minimum level, then this should 
be the first target of our tax revision. 

It is one thing to say, for example, that you are going to impose 
on certain levels of income by taxes the obligation to sell a Cadillac 
and drive a Buick, or even to sell a Buick and drive a Chevrolet, and 
that might be unfortunate and people might not like it, but that is 
quite a different thing than to say to the majority of American fami- 
lies that you have to decide not to go to the dentist even if you need to. 
Or, that you have to decide not to have quite as much milk as you 
really ought to have. Or, that you have to live in an inadequate 
house. That is quite a different proposition. 

And, very humbly, I want to say that in our experience this issue 
has not been adequately faced by the Government since, I would say, 
the end of the war. The necessity of reducing incomes during World 
War II, I think, is not seriously to be debated. But the situation is dif- 
ferent now. What we are urging is that you take a most serious look 
and that you know what you are doing, what the human consequences 
are, What the welfare consequences are, as well as what the economic 
consequences are, of imposing $200 taxation on a man and his wife and 
two children, whose income is only $3,600, which we say officially, as 
a Government, is already $600 below a minimum adequate level. 

We are convinced if you do this you will come to the conclusion that 
this is damaging to us as a country, because it fastens poverty onto 
many people, and it is damaging to us as a country because it aggra- 
vates the inadequacy of purchasing power which is such a serious 
problem for all of us. 

Now, as I said at the outset, we support the general intention and 
direction of the George proposals for raising exemptions. We have 
a suggestion with regard to that which, if you are seriously going to 
decide to do something about exemptions, we think should be con- 
sidered. And our suggestion is that there is something better to be 
done than a straight across-the-board exemption change. The change 
that we propose, we think very logically follows from our argument, 
is related to the minimum budget needs for different sizes of families. 
And this follows from the data that are readily available to you from 
the budget estimates of the Bureau of Labor Statistics. _ 

We propose, in line with this, that the exemption for a single person 
should be $1,800; that the exemption for a married couple should be 
$2,600 ; and that the exemption for dependents should be $700. This, 
we say, as you can see from the material that is in front of you, 1s re- 
lated to the fact that for a single person the BLS says he has to have 
$1,800 to maintain the minimum existence, not $1,000. We suggest 
$1,800 as the firstexemption. For a married couple the exemption that 


we propose is $2,600. The BLS minimum budget figure is $2,597. 
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Likewise, the adding of dependents to a family does not add the 
equal of the expense of the first member of the family or the second 
member of the family. It does not add a thousand dollars to the 
minimum expense of a family. It adds approximately $700 per per 
son. And we suggest that in place of an across-the-board exemption, 
which is very commonly proposed and is of course specifically pro 
posed in the George bill, that a more realistic exemption schedule 
would differentiate between the first member of the family, between 
the second member of the family, and the other dependents. This we 
say, of course, with full support of the general principles and pur 
poses and general reasoning that we think lies behind the introduction 
of Senator George’s bill. 

As I said before, all of this presents the Congress with a very dif 
ficult _— of choice, because if you leave aside the question of 
cutting the budget, which is not really the proper discussion for me 
at this point, you have the question of alternatives, in that what you 
give up in an area, you must gain in another area, 

We are deeply disturbed at the evidence so far that, in making the 
choice of these alternatives, Congress is turning its back on the major- 
ity of the families who are faced with the poverty-inducing taxes, 
and is finding it possible to rationalize putting the main burden of it 
tax reduction on corporate income and on wealthy families. We urge 
that this is the wrong choice. Our opinion is that the revenue lost 
by exemptions, raising exemptions, either in terms of the George bill 
or as we have proposed, can be made up from alternative sources 
which would not create undue hardship for human beings, if creating 
any hardship at all, and which would be in line with the national 
necessities of meeting the problem of threatening depression. 

We have outlined these various alternative tax-income sources. 
They rest on increased taxation in the corporate area. They rest a 
great deal upon handling the question of loopholes, and they rest a 
great deal on the question of increasing and making more strict the 
enforcement of the existing tax provisions. 

Now, I know, and do not propose here, that the alternative source 
of taxes lies in raising the rates above a certain level, say, $10,000, 
This is a very popular debating point. I — Senator Williams 
make it over the television sets last week, or a week or so ago, that if 
you cut exemptions for the people that you poe have a confiscatory 
tax above $10,000, and still not equal the loss in income. This is a 
question of mathematical correctness, and it is correct. But the point 
needs to be made that the reference there is to the net surtax income; 
that if you were to make reference to adjusted gross income, which 
is the figure that has some correspondence to economic net income, 
you would find that in income sources over $10,000, over $10,000 
adjusted gross income, there is still $30 billion of such income left, 
even after paying about $13 million or $14 million of Federal tax. 
There is certainly not much revenue to be gained by rs —e the rates 
in the upper bracket incomes, as they are now defined, but there is 

large revenue potential in rede fining split income, in closing loop- 
holes, and in having strict enforcement of laws, not only in the cor- 
porate income area but in the individual tax area. 

The point I want to make again with regard to these alternatives— 
and it seems to me they cannot be handled by jumping in immediately 
and saying that this is wrong with this, or that this is the difficulty 
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with this alternative. Alternatives must be weighed, and when you 
pose the argument for not doing anything about what we think is 
the excess depletion allowances in the oil area, or when you pose the 
argument for splitting the incomes which affect only the families 
above aver: we incomes, you must realize that you are posing this as 
an alternative to eliminating poverty-inducing taxes on the majority 
of the American families. Obviously, in our opinion, the choice for 
the welfare of the people and the choice for the welfare of the country, 
demands that in this situation it is urgently required to lay the burden 
of taxes not on those people to whom it must necessarily mean poverty 
living, but instead today, as we revise our tax schedule in the face of 
economic difficulties, which everybody recognizes regardless of how 
they debate the extent, what is needed is action to stimulate the pur 
chasing power of the great mass of people and to give this stimulus to 
economic activity m our country. 

In our opinion, this requires priority of attention to the substantial 
increase in exemptions to remove taxes from those an the ma 
jority of those families in our country whee se income is already inade 
quate to meet officially determined minimum levels of adequate living. 

That concludes the summary of my statement, sir. 

The Crarrmman. Thank you very much. Do you want your whole 
statement in the record ? 

Mr. Nixon. Yes, sir. I understand that is in the record. 

Thank you very much. 

The Cuatrrman. Mr. Elder, of the American Federation of Labor. 
Mr. Elder, sit down and be comfortable, and identify yourself for the 
reporter, 


STATEMENT OF ARTHUR A. ELDER, TAX CONSULTANT, AMERICAN 
FEDERATION OF LABOR COMMITTEE ON TAXATION, ACCOM- 
PANIED BY BORIS SHISKIN, DIRECTOR OF RESEARCH; AND 
PETER HENLE, ASSISTANT DIRECTOR OF RESEARCH, AMERICAN 
FEDERATION OF LABOR 


Mr. Exper. Senator Millikin, members of the committee, my name 
s Arthur A. Elder. I am tax consultant for the American Federa 
tion of Labor, with office in New York City. 

I want to assure you, Senator, and members of the committee, that 
members of our organization appreciate the tremendous problem and 
challenge that is presented to your committee in the bill that you 
have under consideration. We recognize that it is a virtual imposs 
bility for your committee to approve or fashion a bill that will sati fy 
everybody. 

As a representative of the American Federation of Labor, I wish 
to assure you that members of our organization recognize the need 
for a balanced tax program, a program that will take into account 
the needs of all segments of the economy; that is, the producing seg 
ment, investment, the producer, the farmer, and all other segments of 
the economy. With that in mind, I would like to present to your 
committee a statement. 

We outline at the outset certain basic considerations which we 
believe should be paramount in our thinking at this time. Through- 
out the period of the defense emergency, and until very recently, the 
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American Federation of Labor has urged that Federal taxes be main- 
tained at relatively high levels in the interest of maintaining a sound 
economy. We have opposed tax reductions which would impair the 
Nation’s ability to meet defense and foreign-aid needs. We have 
opposed chronic deficits in a period of prosperity and high employ- 
ment. We have warned against tax cuts tha t would contribute to 
inflation. Above all, we have urged that fiscal and tax policies be 
determined by considerations of equity and by the economic require- 
ments of the Nation. 

In keeping with these principles, the American Federation of Labor 
now urges that tax policies be adopted which will best maintain the 
economic health of the Nation. We are no longer in a period of high 
production; we fear deflation, rather than inflation, at the present 
time. Production is off 11 percent from the high of 1953, and the 
Census Bureau reports that during the week of March 7-13 unem- 
ployment reached 3,725,000, a figure which does not include workers 
temporarily laid off. 

During a period when important segments of industry are not op- 
erating at capacity, we cannot see that tax cuts giving preferential 
tax treatment to investors and corporations will increase the demand 
for goods and services. We believe that experience has demonstrated 
that an increase in purchasing power is in itself the best assurance 
of an economic climate conducive to maximum investment and neces- 
sary plant expansion. Under present circumstances, the American 
Federation of Labor believes that sound tax policy demands that 
major emphasis be placed on adoption of those measures directed at 
increasing purchasing power. 

I would like to discuss briefly the tax reductions that have been 
approved up to this point, which have been sanctioned by Congress 
and are pending at the present time. 

During recent months a number of proposals calling for tax reduc- 
tions of various amounts have been publicized. The American Feder- 
ation of Labor has not proposed nor does it now suggest any program 
calling for tax changes that might embarrass the administration. 
However, the administration itself has proposed and Congress has 
approved several tax reductions which have already gone into effect 
or are scheduled to go into effect in the near future. We are con- 
cerned with these changes, as well as with those embodied in H. R. 
8300. We propose to address ourselves specifically to comment on 
such changes. Of the total of $6 billion annually in tax reductions 
which have gone into effect since January 1, $2 billion will accrue to 
corporations through expiration of the excess-profits tax. An addi- 
tional $3 billion will go to individuals through the 10 percent reduc- 
tion in personal income tax. Reductions in excise-tax rates will pre- 
sumably result in $1 billion in savings to consumers. Another $1 
billion in excise-tax reductions is scheduled for April 1, 1955. In 
addition, if the Senate approves action taken by the House, a 5-point 
reduction in corporate income-tax rates should result in annual tax 
savings to corporations of approximately $2 billion, also effective on 
April 1, 1955. 

The excise-tax reductions already approved and in effect should 
bring relief to all consumers. We believe these reductions in rates 
were long overdue, since they were scheduled by Congress during 
World War IT to take place at the conclusion of hostilities. Further, 


nae 
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we would point out that the present rates on tobacco, liquor, gasoline, 
automobiles, trucks, buses, and parts, which it is proposed to continue 
until April 1, 1955, are still at levels considerably in excess of those 
prevailing during World War IT. 

Incidentally, these rates too, presumably should have been restored 
to their prewar level, at the conclusion of hostilities, and yet we actu- 
ally have them in 1954 at considerably above the rates that were effec- 
tive during the war. That is the so-called war emergency rates. 

There has been frequent reference to current high taxes on corpora- 
tion profits. By all past standards, corporation taxes are high. How- 
ever, the dctind shows that after taxes most corporations have con- 
tinued to enjoy net profits which have enabled them to make liberal 
provision for dividends and to accumulate substantial reserves. In 
our opinion, provision already made for downward adjustment in 
corporation taxes, coupled with the further reductions being consid- 
ered by your committee, is excessive. I would say excessive, relative to 
the cuts that already have gone into effect or are being proposed at 
this time in other fields. 

Much has been said of the stimulus to spending that would result 
from the $3 billion reduction in personal income taxes. Up to this 
point, spendings have actually declined subsequent to the tax reduc- 
tion during the first quarter of 1954, as compared with the same 
period of 1953. The U. S. News & World Report has estimated 
that $924 million—31 percent—of the $3 billion in tax savings will 
accrue to taxpayers earning less than $5,000 yearly, while $2.063 bil- 
lion would go to taxpayers with annual incomes of above $5,000. It 
seems to me that that is important, when we refer to the possible bene- 
fit that is presumed to have accrued from the cut in income taxes 
effective January 1. 

This would seem to confirm our contention that the cut in personal 
income tax provided inadequate relief to those in the lower-income 
brackets. 

Senator Wituiams. Mr. Elder, may I interrupt: Assuming those 
figures are correct—and I don’t question them—that completely ex- 
cludes the enunciation that was made on that tax bill at the time it 
was passed in 1950, as being a tax bill which opposed such a large part 
of the increased taxes on the low-income groups, because it was an 
automatic suspension of the law which was passed at that time. So, 
if only 31 percent of the benefits go to those below $5,000, then that 
was an error at that time. 

Mr. Exper. That may have been true. Yet, I think it still could be 
said that at that particular time, taking into account the very heavy 
tax burden that the low-income groups were paying—and later on I 
will develop that that is in proportion to the burden that was being 
borne by people in the upper income brackets—that that $924 million 
igure, assuming it is correct, did constitute a rather excessive heavy 
additional burden on those people in the low-income groups. 

We believe it did not take sufficiently into account the fact that the 
high first-bracket tax, coupled with the extremely low exemption, 
constituted a disproportionately heavy tax burden on millions of tax- 
payers in the income groups below $5,000. Substantial tax relief for 
these taxpayers is urgently needed. 

Although the income tax is based upon the principle of ability to 
pay, increasingly, over the years, tax rates have been raised and exemp- 
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tions lowered to the point where the income tax works unnecessary 
hardship on low-income taxpayers. 

The 40-cent minimum wage in 1939 meant an income of $832 to a 
single worker, for the year. That is assuming full-time employment. 
This income was not subject to Federal income tax. ‘Today a single 
worker earning the 75-cent minimum hourly wage and steadily em- 
ployed earns $1,560, which nets him $1,382 after Federal taxes, the 
equivalent of $723 in terms of 1939 purchasing power. There are 
millions of workers employed at the 75-cent minimum wage, and it 
is clear that higher prices and Federal taxes have cut their standard 
of living approximately 13 percent below what it was in 1939. 

There has been no comparable sacrifice on the part of taxpayers 
whose incomes are $5,000 or more, as can be seen from the following 


table published in U. S. News & World Report for March 12, 1954: 


[In percent] 





A verage tax rate for those Average tax rate for those 
earning earnng 
| 
| Less than $5,000 or Less than $5,000 or 
$5,000 more $5,000 more 
| n 
1929 0.1 6.1 1949 4 7.8 15.9 
1939 1.2 10.5 || 1950 .| 7.8 | 17.0 
1942 8.1 32.5 1953 woonef 9.4 20.3 
1945 9.8 29.0 || 1954_.-- niiebe 8.5 18.9 


In this table, in the first column you have listed the average effective 
tax rate applying to taxpayers with incomes of less than $5,000. 

In the second column, you have the same average effective tax rate, 
as it affects taxpayers at different years, with incomes over $5,000. 

From these figures it can be seen that taxpayers with less than 
$5,000 income are paying an average effective tax rate of 87 percent 
of that which they paid in 1945. That is, in 1954, as the tax law now 
stands, according to these figures, people in the low-income group 
below $5,000 aré paying approximately 87 percent of what they did 
in the last wartime year. 

But taxpayers with more than $5,000 income are paying an average 
effective tax rate of 65 percent of that which they paid in 1945. Be- 
tween 1945 and 1949 there was a tax-rate decline of 20 percent for 
taxpayers with less than $5,000 income, a decline of nearly 50 percent 
for those with more than $5,000 income. 

Now, referring particularly to the year 1945, you will note that the 
effective tax rate, as estimated to apply to the below-$5,000-income 
taxpayer, is 9.8 paren Contrast that with the 29 percent as applied 
to the income above $5,000. Skipping over to 1954, you see that the 
same effective rate as applied to the below-$5,000 taxpayer has de- 
clined to 8.5 percent, Whereas, in the case of the upper income tax- 
payer, it has declined from 29 percent to 18.9 percent. 

_ Now, there are many factors, of course, that are responsible for this 
situation. ‘Taxwise we believe that it reflects the fact that there have 
been many changes made in the tax laws that have operated to the 
particular advantage of the upper income group of taxpayers. 

In short, the income tax has become a much less effective instrument 
of tax policy because of its increasingly less progressive character. 
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It strikes harder than it did in the past at those taxpayers who are 
least able to pay, largely because of various tax-escape provisions 
which Congress has permitted to continue or has legalized during the 
past 10 years. 

I believe, Mr. Chairman, at this point I would like to make one 
thing clear: It sometimes is assumed that labor organizations more 
or less iraditionally feel it an obligation to subscribe 100 percent, or 
more than 100 percent, to the theory that the only equitable type of 
tax change is a tax change that will benefit the lower — groups. 
Now, if that ever was the case, as far as the American Federation of 
Labor is concerned, I don’t believe it is true today. The fact is that 
we have in our membership a very large proportion of people who are 
in the income group above $5,000. Perhaps it is not as large a pro- 
portion as some other groups in our society have, but it is a very sub- 
stantial proportion. And we feel a responsibility to them, just as 
we feel a responsibility to all of our members, regardless of their 
income. So, that I would merely like to emphasize at this point that 
we believe that this tendency toward less progressivity of the tax 
structure is bad. It is bad for the whole economy and it is bad, we 
believe, for all of our people, whether they are in the low-income 
groups or whether they are in the upper income groups. And we 
sincerely believe that it is bad for all other groups in the economy, 
regardless of what their income level may be. 

Now, in the next section we discuss the bill that is directly before 
this committee for consideration. 

We believe that this bill is faulty, in that it combines tax reduction 
with technical revision. As we see it, that is perhaps its most objec- 
tionable feature. This is entirely without regard to the merits of. any 
of the particular proposals, whether they involve revenue losses or not. 

The American Federation of Labor is aware of the need for a revi- 
sion of the Revenue Code. Early last: summer we expressed our ap- 
proval and support of the proposed revision to eliminate obscurities, 
remove inconsistencies, and eliminate manifest inequities that have 
become apparent through the administration of existing laws. In 
expressing our approval, we said we believed that simplicity and 
equity could be attained by eliminating existing loopholes and the 
preferential tax treatment enjoyed by particular groups of taxpayers 
at the expense of taxpayers generally. In our statement to the House 
Ways and Means Committee, we said, “We are convinced that your 
committee can make a signal contribution to achieving equity and a 
sounder economic basis for our tax structure by rejecting any and 
all suggestions to create new tax loopholes and recommending only 
those changes that are dictated by broad public policy. 

We believe that H. R. 8300 goes far beyond providing for technical 
changes. Far from eliminating preferential treatment for certain 
classes of taxpayers, the bill contains provisions which in the main will 
benefit certain corporations and a few selected groups of individual 

taxpayers. The American Federation of Labor believes it unfortunate 
that these provisions, involving basic changes in tax policy, and cost- 
ing, initially, $1.4 billion in revenue loss annually, with a probable 
ultimate loss of 3.5 to 4 billion dollars, should have been included in 
an omnibus bill designed, presumably, to simplify the administration 
of tax laws. 
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On the matter of possible revenue loss, the committee report on 
H. R. 8300—House Report 1337, page 4—states: “On balance, the 
total of the changes for which no specific revenue effect is given is as 
likely to result in a net gain as in a net loss of revenue.” It is ex- 
ceedingly difficult to reconcile this statement with the facts. Gains 
in tax receipts are not anticipated from even 1 of the 19 new meas- 
ures proposed in H. R. 8300. I might qualify that to say that there 
are no gains in the new measures repeal in the bill for which 
anticipated revenue changes are listed in the schedule. 

Every one of the proposed changes anticipates losses during fiscal 
1955, ranging from a low of $8 million in the case of amendments 
governing personil exemptions for trusts, to a high of $300 million 
through the proposed changes governing depreciation. These facts 
make it difficult to believe that changes for which no specific gain or 
loss of revenue are listed will cancel out. 

In sanctioning an initial reduction of $1.4 billion for fiscal 1955, 
Congress would be committing itself to additional reductions which, 
when fully operative. would involve revenue loss estimated to run 
between 3.5 and 4 billion dollars. Further, to the extent that entirely 
new areas of tax escape are opened up, new vested interests will be 
established. Already it has been pointed out that a number of the 
proposed changes calling for revenue reductions discriminate against 
specific groups within certain categories. These groups, on the basis 
of all past experience, will immediately ee to build up pressures 
either during this or the next session of Congress to extend and en- 
large the particular tax escape device in which they have an interest. 

I would like to discuss briefly dividend exclusion and credit. Since 
this is a point that has been given widespread attention in the press 
and also in the debate in the House, I am reducing my comments 
to a minimum. Not because I don’t think it is important, but be- 
cause I believe most of the arguments, pro and con, have been brought 
to the attention of your committee. 

We believe the dividend exclusion and credit provision would 
establish am entirely new principle which can be justified neither in 
equity nor in terms of economic needs at this time. When fully 
effective, the provision would involve annual revenue loss of $814 
million. Of this tax saving, approximately $600 million would ac- 
crue to taxpayers with annual incomes exceeding $10,000. These con- 
stitute 4 percent of all income taxpayers—1,600,000. By contrast, 
stockholders in the below-$5,000-income group, who constitute 80 per- 
cent of all taxpayers, would secure tax savings of $90 million through 
the proposed dividend credit. 

On this point, I don’t have sufficient copies for all members of the 
committee, I am sorry, but we have a table prepared, which is printed 
from a study that was made for the Brookings Institution by Lewis 
H. Kimmel, entitled “Share Ownership in the United States.” 

(The table referred to follows :) 
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Family units holding publicly owned stocks distributed by combined family 
income 


Total family popu- 


lation Share-owning family units 


Reported combined family income ! 


| Percent | 

Peet cea ' ¥ ofgroup| Estimated | Percent 
|Percent) Number popula-| number | of total 

tion | 

—— 
Less than $2,000. .. 19.8 9, 910, 000 | 2.2 | 220, 000 4.6 
$2,000 to $3,000 17.1 | 8, 560, 000 | 3.6 | 310, 000 6.5 
$3,000 to $4,000... M 22.0 10, 990, 000 4.6 510, 000 10.7 
$4,000 to $5,000__. 16.4 8, 210, 000 7.4 610, 000 12.9 
$5,000 to $10,000......... } 21,0 10, 480, 000 19.8 2, 080, 000 | 43.8 
$10,000 and over 3.7 1,830,000 | 55.1 1, 020, 000 21.5 
Total families. ........ | 100.0 50, 000, 000 9. 5 | 4,750,000 | 100.0 


! Based on anticipated 1952 income before taxes as reported by a representative family member, usually 
the head, 


Source: Share Ownership in the United States, by Lewis H. Kimmel, the Brookings Institution, Wash- 
ington, D, C, 


This table is headed “Family units holding publicly owned stocks 
distributed by combined family income.” Now, we have listed various 
income categories, with the heading “Reported combined family in- 
come.” And then, under this heading, we have listed families with 
income of less than $2,000; families with income between $2,000 and 
$3,000 ; $3,000 and $4,000; $4,000 and $5,000; $5,000 and $10,000; and 
then $10,000 and over. Now, I think these figures are significant. 

In the next column we have a listing of the number of families, 
both on a percentage basis and in terms of actual number, in the 
various income classifications. 

Now, of those families with income below $2,000, we have listed 
19.8 percent, constituting 9,910,000, 

From $2,000 to $3,000, we have listed 17.1 percent, and that number 
is 8,560,000. 

From $3,000 to $4,000, 22 percent of the families, and 10,990,000. 

From $4,000-to $5,000, 16.4 percent; 8,210,000. 

From $5,000 to $10,000, 21 percent of the families, numbering 
10,480,000. 

And, finally, in the income group of $10,000 and above, you have 
3.7 percent of the families, numbering 1,850,000. 

In the next column is listed the percentage of the families in these 
various income groups that own stock. There has been much refer- 
ence to the large number of individuals and groups, and some little 
dispute as to the income classification in which they happen to be. 
So I think these figures are very significant. 

You have 2.2 percent of the families in the groups with income below 
$2,000, who own stock. That is 220,000 families, which constitute 4.6 
percent of the total number of families that own any stock. 

In the next group, $2,000 to $3,000, in which you have 17.1 percent 
of the families, you have only 3.6 percent of those families owning 
stock, numbering 310,000. 

In the next income group, $3,000 to $4,000, you have 4.6 percent of 
the families, of the total of 22 percent of the families, numbering 
510,000 families who own stock, constituting 10.7 percent of the total. 

Then, from $4,000 to $5,000, you have 7.4 percent of 16.4 percent, or 
610,000, owning 12.9 percent of the stock. 

45994—54—pt. 2—-3 
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Now, at that point I think if we stop and we add these percentages 
that apply to families in the income group below $5,000, we find that 
that comes to 34.7 percent of the families in the income groups below 
$5,000, according to these figures, who own stock. 

The Cuatrrman. What kind of stock are we talking about ? 

Mr. Exper. Family units owning publicly owned stock. 

The Cuatrman. Do you mean, listed securities ? 

Mr. Exper. I don’t know that. Mr. Henle, do you know? 

Mr. Hente. The definition was carefully drawn, and we could get 
it for you. But it is certainly all listed corporations, and it may have 
included some others. 

The Cuarrman. That would be very interesting to know. 

Senator Martin. That is very important, whether or not that in- 
cludes these small corporations we have out over the country, whether 
it includes the banks—there are very few banks where their stocks 
are listed on the stock exchange. ‘That would be very interesting 
information to have. 

Senator Cartson. I would be interested to know if it includes stock 
from cooperative organizations. 

Mr. Exper. Will you supply that information, Mr. Henle? 

The Cuatrrman. Send us a memo on that. 

Mr. Exper. We will do that. 

Mr. Suiskin. The stock included in the Brookings study referred 
to shares which are available to the public. In other words, those 
which may be in the closely held corporations or family-owned cor- 
porations that are not available to the public, are not included i 
these figures. 

Senator Bennett. These people who owned these closely held stocks 
would benefit, so it isn’t reasonable to assume that the figures you are 
quoting us represent the actual condition for the stock-owning situa- 
tion in the whole United States. 

Mr. Suiskin. The only distortion it would have would be in favor 
of the higher income families. 

Senator Bennerr. Do your figures reflect the percentage of ithe 
stocks that are held by funds and trusts and insurance companies ¢ 

Mr. Exper. These do not. 

Senator Bennett. So that again distorts your figures, and they 
do not accurately reflect the actual effect of stockownership in the 
United States. They actually reflect a limited segment of the picture. 

Mr. Exper. But isn’t it true, Senator, that it is this prticular seg- 
ment that has occasioned the most controversy, if you will, pro and 
con? That is, the individual holdings. 

Senator Bennerr. Your argument of total effect is on the basis of a 
limited situation. The stock held in insurance companies, pension 
trusts, including union pension trusts, certainly benefits the people or 
has a substantia] benefit for people in the class below $5,000, about 
which you have been talking today. 

So, the only point I wish to make—and I think you will agree with 
me—is that this table is not finally conclusive. The proportions you 

suggest do not accurately reflect the total situation in the United 
States. 

Mr. Exper. I would agree to that. It reflects merely what we in- 

tended it to reflect, and that is the effect of the enactment of this 
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particular provision on individuals to the extent that we could obtain 
the most applicable information. 

And it 1s true that there are indirect effects which would benefit 
these various groups that you referred, through trusts and soon. But 
essentially this, I believe, is the point on which there has been the bulk 
of the discussion, pro and con, 

The Cuarrman. Mr. Elder, I am informed by the staff that the 
Brookings Institute study refers only to listed securities ¢ 

Mr. Exper. Thank you. 

The Cuamman. And there is a vast amount of securities outside of 
listed securities. 

Mr. Suisktn. That study was made by the Institute itself for de 
veloping a policy in which stocks could be more widely distributed, 
and that was the purpose. 

The Cuatrman. Yes, that was the purpose of those who got up the 
figures. But that does not conclude the point of how many others 
owned stocks that are not listed. 

Mr. Exper. To conclude then, Mr. Chairman, if I may, in the groups 
above $5,000, 19.8 percent of the 21 percent of the families in that par 
ticular group, constituting 43.8 percent. of the families that owned 
stock. And in the group of $10,000 and above, where you have 3.7 
percent of the families, we find that over half of them, 55.1 percent, 
own stock and that they own 21.5 percent of the total. 

The Cuarrman. Do I understand that 3.7 percent of the total fam 
ily population with incomes over $10,000, with listed securities, num 
ber 1,850,000¢ Is that right? 

Mr. Exper. The total number of families was 1,850,000, and of that, 
1,020,000 owned shares. 

The Cuamman. Now, can vou te tt us what percentage of the total 
tax revenue was contributed by that 3.7 percent ? 

Mr. Exper. Well, I imagine Mr. Sts im has that at his fingertips. 
I have that in my briefcase. 

The Cuarrman. I will ask Mr. Stam, but I am asking you if you 
have that figure. It would be interesting to know what part of the 
tax burden is carried by that 3.7 percent. 

Mr. Exper. On the percentage basis, I think I gave it to you, 
roughly, Mr. Chairman, in the figures that I quoted previously, in 
terms of the effective rate. 

Now, with regard to the current year, or last year, I don’t have those 
figures. It may be that Mr. Stam has those figures. I do know this, 
though, that as far as effective rate is concerned, in the statistics of 
income for 1950, for example, the effective rate that is listed for the 
various income classifications is very uneven. ‘That is, you might find 
at the top, in the highest income category, that actually they are pay 
ing an effective rate of 60 percent of their income. And you might 
find in the eategory below that, that it is 62 percent. Then you have 
a drop to 55 percent, and then you have an increase. So, it is uneven 
in the upper Income levels. 

The CHarrman. Yes. I am merely interested in the point of what 
percentage of the total revenue is contributed by this $10,000 and over 
bracket. 

I may say there was introduced in the record yesterday some sta 
tistics that bear on the progressivity, if that is what you.call it, of 
our income-tax structure. And you get figures that are fantastic in 
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the relation between what the higher brackets pay to what the lower 
brackets pay. 

Mr. Exper. One final point I would like to make 

Senator Lone, May I ask this question of the witness: Do you have 
any statistics on who holds the most corporate stock? Now, I put a 
memorandum in the record yesterday that indicated that 80 percent 
of all corporate stock is held by six-tenths of 1 percent of American 
families. Do you have any information to indicate whether those 
statistics are in line, or whether the stockownership is more broadly 
spread than that? 

Mr. Exper. No, sir. On the basis of the figures I have, and the 
rough check I made, and the statistics of income for 1950, I find that 
that is approximately correct. And it is in accord with the statement 
that I made earlier here. 

Senator Lone. I further understand that 90 percent of Americans 
don’t own any corporation stock. 

Mr. Exvper. That is my understanding. 

The CuarrMan, I think you will find that about 75 percent of our 
Federal revenue is derived from people with $5,000 or over in income. 
But, if we can have some figures on that, I think it would be interesting. 

Mr. Exper. I would like in conclusion on this particular topic, to 
point to the fact that there are many arguments that have been ad- 
ranced for the enactment of this particular program. We have heard 
in the past reference to double taxation. We hear much less of that 
recently. 

A good many people who formerly used that argument in justifiea- 
tion of the enactment of this particular proposal, now rest their 
argument principally on the contention that this is a measure designed 
to stimulate holdings of shares, 

In that connection, I had the privilege several years back to be a 
member of a committee of the National Tax Association, of which 
Harold Groves of the University of Wisconsin was chairman. Now, at 
that time it was my impression that the chairman of the committee, as 
well as the members of the committee, were very much interested in this 
subject. Dr: Groves, I felt, was interested not in terms of relieving 
investment income, but rather in terms of integration of the corporate 
and the personal tax structure, and his feeling was that one of the 
principal difficulties of the present situation was that it had a tendency 
to operate in favor of the very large corporation. But I did not gather 
that it was his opinion—certainly it was not the conclusion of the 
members of the committee at the meetings that I attended—that the 
answer was the relief of dividend income from taxation. 

Now, I would like to read—this is not the final report; this is a ref- 
erence to the discussion 

The Cuatrman. I do not understand the proposal to relieve divi- 
dends from taxation. 

Mr. Exper. Partial relief. 

The CHatrman. When the same revenue is taxed at some other 
level ? 

Mr. Exper. That is right. 

The Cratrman. So that is vastly different from a complete relief 
of dividend income. 

Mr. Exper. That is right. 
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I think it can be said, of course, that there is a question of degree; 
that at this particular point the suggestion is that the limit be 10 
percent. Initially, the suggestion made in the House committee, | 
velieve, was that the limit should be 15 percent. Now many people 
have referred to this as a beginning, and entirely apart from all the 
other considerations, it would seem to me that that is a very relevant 
question ; How far is it going? It is an entirely new principle, as far as 
our tax structure is concerned. 

The Cuarrman. I wouldn’t say how far it is going, but the funda 
mental point is, it is an objection to double taxation. The fellow who 
owns the stock also owns the corporation. If the corporation is taxed, 
he should not be taxed twice on something that has already been taxed. 

Mr. Exper. All I would say to that, Senator, is that as far as the law 
is concerned, the corporation is one individual and the stockholder is 
another. 

The Cnarrman. That overlooks the ownership of the corporation. 

Mr. Exper. Under the law, the corporation enjoys certain advan 
tages which accrues to it by virtue of its being a corporation. And it 
would seem to me that a stockholder can’t expect to have his cake and 
eat it too. 

The Cratrman. There is no sense in having a cake, if you don’t eat it. 

Mr. Exper. Well, as a matter of fact, you are raising another prob 
lem. A good many of them are quite content to let their cake remain 
in the corporation. Now, whether or not this proposal would result 
in a distribution or more cake is problematical. I am not persuaded 
that it would. 

I merely want to conclude, if I may, Mr. Chairman—— 

The Cuamman. We will let you conclude, but take all the time 
you want. 

Mr. Exper. Thank you. 

Senator Bennerr. Mr. Chairman, I want to ask the witness if he 
could tell us in what year dividends were taxed for the first time. 

Mr. Exvper. Untaxed ? 

Senator Bennerr. They were untaxed between the beginning 
and— 

Mr. Exper. Yes; they were taxed in the thirties. 

Senator Bennerr. That is right. So, for approximately 20 years 
there were no taxes on dividends. 

Mr. Evper. Now, wasn’t there normal tax? There was a normal tax. 

Senator Bennerr. Mr. Stam tells me they were exempt from the 
normal tax. 

Mr. Exper. And they were subject to the surtax, that is right. But 
they were taxed. 

Senator Bennerr. But the purpose in making them subject to all 
taxation was to force the program of retiring distribution of corporate 
profits, 

Mr. Exper. All I would say to that is this: What we are really 
discussing here is the whole question of whether or not income, any 
type of income, should enjoy preferred status. 

Now, I would say that the organization on behalf of which I am 
speaking believes that we shouldn’t talk in terms of preferred classes 
of income, But if we do talk of preferred classes of income, then 
earned income definitely should be given preference in the matter 
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of consideration to dividend or investment income. Now, that is our 
position. 

Senator Bennerr. The point I want to make is that the position 
of the Government for 20 years was that there should be no normal 
double taxation on income. And this isn’t a new principle we are 
proposing. It is a first step to the principle on which the income 
tax law was originally set up. 

Mr. Exper. Excuse me, Senator. This goes far beyond anything 
that we ever had, because it does precisely what wasn't done earlier 
It relieves dividend income from the surtax, which, in the case of the 
upper-income people, is very substantial. You reach a point where, 
if you are in the very high income group, if you have a matter of 
$5,000 that is tax exempt, under this provision, that $5,000 at the 
80-percent rate will mean a saving of $4,000, Now, that is something 
entirely different from what we h: ad in the thirties. 

Senator Bennerr. You and I are talking in technicalities, but the 
fact is that when the income-tax law was passed, it was assumed 
at least with respect to normal taxes—that taxation on dividends was 
a double taxation. It was not justified, and therefore it was not 
imposed, 

Mr. Exper. Mr. Senator, I would just say to that, that up until the 
early forties it was also assumed that earned income should have a 
preferred status, and it had a preferred status under the law. 

By the same token, it would seem to me that if you are now con- 
sidering whether this type of income, that type of income, or the 
other type of income should have a preferred status, then certainly 
I think that we would be very definitely for giving earned income 
a priority to dividend income. 

Senator Bannerr. Is there any other type of income that is taxed 
twice ¢ 

Mr. Exper. Yes. Practically every individual every day is taxed 
twice, or 3 or 4 or 5 times. And he is taxed in his own person, not in 
the same way that you have in the case of the shareholder, because the 
shareholder is not taxed twice. It is the income that is taxed twice, 
not the shareholder. And if the shareholders were sincere about this, 
they would go for a proposition under which they would be taxed 
exactly as partners are taxed. But you talk to them about that, and 
they run for cover, because the great majority of upper-bracket stock- 
holders would lose a whole lot more under that proposition than they 
lose under the existing tax situation. 

Senator Bennerr. Do you have any figures to bear out that state- 
ment ¢ 

Mr. Exper. Well, it is obvious, Senator. 

Senator Bennerr. It is hardly obvious to me; if an upper-bracket 
stockholder is in a 90 percent bracket, and he gets 50 percent of the 
income of the corporation taken out before his 90 percent is applied, 
he hasn’t got much left. 

Mr. Exper. Well, of course on that I think we could carry this on 
through the lunch hour. 

Senator Bennett. That is right. 

Mr. Exper. Because there are ways of escaping, and you know that, 
Senator, and I know that. 

Senator Bennett. I think I have made my point. 
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Senator Lone. May I ask the witness this question: Do you think 
there is any merit to the statement President Eisenhower made during 
the last sampeign, that the average American citizen pays 100 hidden 
taxes when he buys an egg, 150 hidden taxes when he buys a loaf of 
bread, and over 200 when he buys an automobile ¢ 

Mr. Exper. I think perhaps the President was right. You carry 
these things to their logical conclusion, and that might be your con- 
clusion, But I don’t know to what purpose. The Government needs 
money. The people turn to the Government in times of stringency. 
The Government must have revenue, and we get it from taxation, and 
until we have a single tax we must go along with the system we have. 

The point I am making is merely this, that if you t: alk in terms of 
double taxation, the stockholders have much less of a claim to any 
relief on the score of double taxation than John Q. ¢ ‘tigen that you 
meet on the street when you leave this building. 

Senator Lona. Actually, doesn’t John Q. Citizen pay tax when he 
buys gas, and doesn’t he pay tax when he | tuys electrical appliances 
and tax on his income, and social-security tax—there are a great num 
ber of taxes that he pays, as well as the hidden taxes. But no one seems 
to be too concerned about the fact that he pays a lot of taxes on those 
things, do they? I would like to relieve him of some of those, if 
we could, 

Mr. Exper. That has been my feeling, Senator. We recognize, of 
course, that the backbone of the tax system really was supplied with 
the inauguration of the withholding principle during the early 1940's. 
We know that. But we also know that under the withholding prin 
ciple, very close to 100 percent of our members pay their tax on a 100 
percent basis. And, on the basis of all our experience, we are not 
satisfied that that is equally true of people who are depended on as 
patriotic citizens to submit their income tax declaration, and so on, 

Lf I may cone ‘lude this, then, IL wish merely-——— 

The CuarrMan. I just want to say if you have any evidence that 
anyone has not paid the taxes he should pay, for goodness sakes, sub 
mit it. 

Mr. Exper. Well, Senator, if I may, I would feel that certainly as a 
citizen that would be my obligation. I am at all times prepared to 
assume my responsibiliy as a citizen. 

But I would also go further than what I have said: Iam afraid some 
of these things are excursions, but since these questions are put to me, 
L feel it is my obligation to answer them. 

I must also say that it is my belief—and this is not the statement of 
the American Federation of Labor; I am expressing this as my per- 
sonal opinion—that the tax measures that have been approved within 
the last 10 or 15 years, and supported by Democrats as well as Re- 
publicans, unfortunately—at least a majority of Democrats and 
majority of Republicans, too, have by and large operated to enable 
the people in the income groups who are not subject to the with- 
holding tax, to avoid, taxation which it is not possible for people in 
the lower income groups, who are subject to the withholding tax, to 
avoid, 

Seantor FLAnpers. | would like to make an inquiry as to your 
belief, or feeling, or whatever it is. Is it thi at these people are disobey- 
ing the law, or that the laws are so drawn ? 

Mr. Exper. The laws are so drawn. 
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Senator Fianpers. You are not imputing any criminal—— 

Mr. Exper. And the other, too. 

Senator Fianpers. You are imputing criminal, as well as legal? 

Mr. Exper. If I follow that first point too far, I will become an 
assistant to the FBI and, Senator, I don’t care to do that. I have 
trouble enough as it is. 

Senator FLanpers. It is interesting, Mr. Chairman, to find a wit- 
nes in this position, because generally it is the public which says that 
congressional committees impute various infractions of the law to 
citizens. Now, here we have the citizens doing the same thing. And 
maybe this thing is an epidemic, and it is going to run through both 
committees and citizens and everybody else. 

The Carman. Mr. Elder, I would just like to suggest 

Mr. Exper. Mr. Chairman, may I make tills cokeonnaak 

The Cuarrman. Yes, you may, but let me make this comment first: 
I repeat again, if you have any evidence where anyone is cheating 
on his taxes, for goodness sakes, submit it. 

Mr. Exper. Thank you. And I think the comment I have to make is 
relevant to that, too. Certainly, if I have any evidence, I will be 
happy to submit it; I would submit it. But I also believe, in that 
connection, Senator, that to the extent that either you or I have any 

questions as to the amount of, well, tax evasion that may be going on, 
that question may be minimized by effective work on the part of our 
Internal Revenue Department. 

I know, personally, 3 or 4 years ago—in 1950 I believe it was—I 
was very much pleased when it developed that my own income-tax 
form was among the—I don’t know how many—extra forms that were 
examined and taxpayers called in. And I happened to be one of those 
people, and I feel that is one of the best ways to minimize the thing 
that we are concerned about. 

Senator FLanpers. I might say that I am specially favored in that 
every one of my income-tax returns was. 

Also, Mr. Chairman, I would like to introduce to the witness the 
one man of all the men in the United States who has made a contribu- 
tion toward the honesty of the enforcement of the tax laws, and that 
is Senator John Williams, of Delaware. He is my favorite investi- 
gator. He never puts a finger on his man but what that man gets fired 
or takes sick, or resigns, or something. That is my impression. 

And I will wind up, Mr. C hairman, with just one other statement, 
that I am very much puzzled at the suggestion that dividend receivers 
get preferential treatment. They don’t. They are the only bunch in 
the lot that is soaked twice. So, why call it preferential treatment? 

The Cuatrman, Of course, if you say no preferential treatment for 
anyone, you would strike out the whole progressive nature of our 
income taxes. 

Senator Franpers. Yes. You do anyway. 

Senator Wiit1ams. Mr. Chairman, if I might make a comment, I 
think it would be a shame to let this hearing go, that so many people 
may be questioning the honesty and integrity of the American people. 
I want to say this, as one who has worked in this field in the last couple 
of years and had occasion to be in it, that it is my experience, and I 
am more convinced today than when I started, that the overwhelming 
majority of the American people, as taxpayers, whether they be public 
officials or not, are honest and are trying to do the job as they see it. 
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Now, unfortunately, there are a very small minority who forget that 
a public office is a public trust, or forget that they do have a re- 
sponsibility as citizens to pay taxes, and that small minority makes 
the front pages, and it sometimes is distorted all out of proportion. 

But I think we should always remember that the American people 
are honest, and our whole tax system is based upon voluntary payment 
of taxes on the part of the American people, and if that ever fails, our 
country is gone. I think that as a Government we have to have con- 
fidence in the people, and I think the people likewise have to have 
confidence in the Government. 

Senator Lone. Mr. Chairman, inasmuch as this subject came up, I 
would hope that the committee would obtain the results that the 
collector of internal revenue obtained when he undertook to send 
people into some of the major American cities and simply go from door 
to door, checking on income-tax returns to see how he made out. I 
think there is a high percentage of Americans who do overlook pay- 
ing taxes on one item or another, and who pay less than they might 
otherwise pay, and I[ assume that is what the witness had in mind. 

I regret to say that sometime back the collector was courteous enough 
to check with me on a report I had sent in, and I was pleased to find 
an item I had overlooked. And I was glad to make up the difference 
to the Government, because I wouldn’t want to pay less than I owed. 

I think that the same experience has been found in many instances, 
where the collector goes around from place to place and simply takes 
your report without any suspicion at all that the taxpayer might have 
underpaid, and examines it. 

Senator FLanpers. I want to beg your pardon for slowing up the 
proceedings, and I won't do it again. 

The Cruarrman. Do you want to make a comment? 

Senator FLanpers. No. 

Senator Martin. Mr. Chairman, I agree with Senator Williams. 
Of course, where a man does something improper, he ought to be pun 
ished, and of course he gets large publicity. 

At one time I had the privilege of collecting the taxes for the great 
Commonwealth of Pennsylvania, and I feel, like Senator Williams, 
that the great, great percentage of the people are entirely honest and 
are trying to pay the amount of tax that they feel is due the various 
branches of Government. 

I have also found that many people, in their great desires to be 
honest with the Government, pay more than they should pay, and 
as a result you will notice that every once in a while there are refunds, 
and that shows that they were trying to do the right thing. Of 
course, every man ought to pay his full amount of tax, and the man 
ought to consider it a privilege to pay tax to a Government like ours. 

I sometimes think that we ought to do a little educating along that 
line, and that we ought to have the tax men at the courthouses in vari- 
ous places, as we now do, where people could go in and consult with 
the tax collectors, as to just what they ought to pay and just what they 
shouldn’t pay. 

Now, I am on this committee, but in my own case I just hate to 
file my own return without the help of someone, because this thing 
has gotten to be terribly complicated. And one of the things we 
are trying to do in this bill is to make it less complicated, so that 
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it is easier for the taxpayer to pay what he actually owes his Gov 
ernment. 

The CHarrMAN, I also want to add that I am a virtuous man also. 
Senator Byrd is the only one who has not made a self-serving 
declaration. 

Let’s proceed with the hearing. 

Mr. Exper. Senator, I certainly appreciate that this point has been 
established, because if it has been established, it has been established 
to my satisfaction. If we assume that most taxpayers are paying 
what they should pay, that leaves me only with the conclusion that 
to the extent that the lower-income groups, to which I referred earlier, 
are paying a disproportionately heavy percentage of their total income 
in income taxes and other taxes to the Government, as compared with 
the people in the upper-income groups, that is the result of laws that 
have been enacted by Congress in past years. Certainly not this Con- 
gress yet, because this Congress has time to go, and I am assuming 
it. will do the right thing as far as this measure that is before it is 
concerned. 

The CuatrmMan. Let’s assume that, and go ahead. 

Mr. Exper. All right. We are still on dividend exclusion and credit. 
And the one point I want to make—and this is with regard to this 
committee of which Dr. Groves was chairman, and that was this: 
That the concern of most members of that committee was with some 
type of integrating of corporate and personal income tax. And the 
one statement that I would like to read here on that is this: 

In reserving the right to change its mind, the committee has expressed prefer- 
ence for the dividend deduction at the corporate level. 

Now, unless you gentlemen have questions on that, I am not going 
to go into any ‘discussion, but I would say that that proposal would 
involve revenue loss possibly. Undoubtedly it was suggested in terms 
of an integration, not in terms of tax relief for any particular group, 
because it was not the feeling, as I recollect the discussion, that tax 
relief for dividends was necessary. A great many people do not 
agree that it constitutes double taxation. A corporation is one entity 
and the individual stockholder is another. 

The CHarrman. I don’t want to prolong the discussion, but, of 
course, the corporation is an entity. But it is owned by somebody, 
and it is owned by the stockholder. So, he gets nic ked at the cor- 
porate level, and he also gets nicked at the personal level. And that 
is the point. 

I don’t think you can build up a fiction that the corporation is 
entirely separ ated from people, that it is a villainous institution that 
roosts down in the alleys of the financial district of New York, and is 
working all sorts of sinister designs against the citizen of the United 
States. I think it used to be maybe that they controlled or had a 
creater measure of control over the economy of this country than they 
now have, but I think if you are looking for fellows hiding and con- 
spiring behind the asheans in the alleys leading into Wall Street, con- 
spiring, I think you will find the United States Government itself, as 
it used to be, is a better place to look. 

Mr. Exper. I am not suggesting that, Senator. I am merely sug- 
gesting, to the extent that the shareholders believe, that under the 
present dispensation they are subject to double taxation, and they 
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have recourse under the law. That is, they can set up business on a 
pe artnership basis and be taxed directly once. 

The CHarrman. They can do that, whether a corporation or not, 
on a partnership basis. 

Mr. Exper. That is correct. 

Considerable publicity was given to the initial action of the House 
Ways and Means Committee in approving a dividend credit provision 
that would have resulted in the eventual loss of considerably in 
excess of $1 billion yearly. This fact would seem to argue that pro 
ponents of tax savings for stockholder t: axpayers, who least require 
tax relief, regard the present proposal as an initial step in the elimi 
nation of taxation of corporate dividends. We strongly urge your 
committee to delete this section of H. R. 8300. 

Now, I would like briefly to comment on depreciation. 

The report of the Committee on Ways and Means lists the revenue 
loss anticipated through the operation of the proposed amendments 
liberalizing depreciation at $375 million for fiseal 1955. Regarding 
probable future losses, the report, page 25, states: 

In the second and immediately subsequent years, there would be greater losses 
if the effect on investment were ignored, but it is highly likely that by that 
time the stimulus which the new formula brings will have produced a volume 
of additional investment and taxable income which will result in there being 
no net revenue loss under this provision. 

In contrast, the minority group of the Ways and Means Committee 
quotes estimates of the Joint Committee on Internal Revenue to the 
effect that the shifting over to the new methods of depreciation will 
involve revenue loss of $375 million in the first year, $1,040 million in 
the second year, and $1,550 million in the third year, The minority 
statement further estimates that before annual average de »preciation 
under the new method is at a level approximately that under present 
law, the sum of $19 billion in tax revenue will have been irretrievably 
lost. 

Now, I am not commenting upon the accuracy of these figures. I 
am merely pointing out that these figures are referred to, are given 
as estimates of people whom I assume have looked into the situation 
thoroughly, and have information much later than that which is 
available to me. 

Senator Bennerr. At this point, Mr. Chairman, I am interested 
in the word “irretrievably.” Can you point out to the committee how 
it is possible to so manipulate depreciation so that a businessman can 
take it twice on the same article? 

Mr. Exper. No, there is no suggestion that that is the case. The 
statement of the minority committee merely is to the effect that in a 
shift from this present system to a new system, a certain amount of 
revenue will be lost, in gradually increasing amounts, until it reaches 
a certain point, after which it will dee line. And, that at the end of 
a certain period—18 years, I believe it is—we will have reached a level, 
and from that point on there will be no revenue lost. That is, we can 
anticipate that the revenue loss will have ceased and that the amount 
of taxation will be at the level that it is now, approximately, assuming 
no expansion. If there is an expansion, naturally whatever the sys 
tem, you are going to have an increase. 
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Senator Bennerr. That would assume that for the next 18 years we 
would have a disproportionately high depreciation rate. 

Mr. Exper. No. 

Senator Bennerr. How else could you assume there could be a 

revenue loss during these 18 years? 

Mr. Exper. Yes, it assumes that in the shift there will be a greater 
revenue loss. 

Senator Bennerr. I have before me, and you may not have seen 
this, so that I am talking perhaps without your having the figures 
to check, as you talked without our having figures to check, a minute 
aygro-— - 

“Mr. Exper. Yes. 

Senator Bennerr. The proposal of the Treasury is to permit de- 
preciation on the basis of a declining balance. 

Mr. Exper. That is right. 

Senator Bennerr. And their forms shows that, taking a 10-year- 
life basis, on a straight-line basis of a 10- percent depreciation per 
year, at the end of 10 years there would be no value left. 

But, on their declining balance, at the end of 10 years there would 
be approximately 11 pere cent of the value left. So that over the years 
the actual depreciation that could be claimed and deducted would be 
10 percent less on the declining-balance basis than it would be on the 
straight-line basis. 

And, on that basis, it is hard for me to see how you can claim that 
for 18 years there is going to be a revenue loss, when actually the man 
whose chooses the declining-balance basis has an advantage for 4 years, 
for the first 4 years. Taking our 10-percent basis again as an ex- 
ample, taking the example i in the table, with $100,000 investment on 
a straight 10- year declining basis, it is $10,000 a year that he deducts 
for depreciation. On the declining basis he deducts $20,000 the first 
year, $16,000 the second, $12,000 the third, $10,200 the fourth, and 
from then on, for the rest of the 10 years, he is depreciating at a rate 
less than $10,000. Until the last year he is only taking off $2,684. 
And, since you are working toward infinity on this declining-balance 
basis, there will always be a balance, no matter how far you go. 

So, as a matter of fact, it seems to me that it is contrary to the facts 
to claim that there will be for 18 years an irretrievable loss of reve- 
nue, because you choose this rather than the straight-line basis of 
depreciation. After all, you can only depreciate an article once, 
no matter which basis you use. 

And, while I will agree that the : and which, 
by the way, as you remember, i in the bill “8 refers to new purchases; 
you can’t go back and adjust your existing investment—while this will 
represent an adjustment, while it may represent a variation in the 
pattern, actually under it I can’t see how anybody will eventually be 
permitted to charge off more depreciation than 100 percent. And if 
he can’t do that, how can he get a depreciation advantage and make 
a great saving in taxes and reduce the tax revenue over the period of 
the depreci able life of his investment. 

Mr. Exper. Senator, I would like to say this with regard to that 
point, and then I have one other point on this. 

No. 1, with regard to the estimates of revenue loss, I read the report 
of the committee and I see the statement on this matter that in effect 
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there will be no revenue loss; that because of an anticipated expansion 
in capital expenditures, due to the stimulation that will be provided 
by this, plus the normal anticipated expansion, whatever revenue loss 
there is immediately or in the near future will be made up. 

Now, if that is so, taken together with what you have added, the as 
sumption would be that in the ordinary course of events we actually 
will be receiving more revenue as a result of this provision, than other- 
wise. But I can’t accept that, in view of the fact that I believe the 
minority statement, which is in this same volume, develops this thesis 
that there will be an irretrievable loss of the amount that I stated. 
And I don't believe it is a matter for me to decide. It is a matter for 
your committee to determine. I raise this as a question. 

Now, one thing more I think should be said, and then I have one or 
two short points further on this particular topic. On the matter of 
revenue loss I think we recognize that taxes now are at an abnormally 
high level. There is an added advantage taxwise to those corporations 
that are in this fortunate position of taking advantage of this par- 
ticular provision at this time. And there are many corporations that 
do not gain through this because they do not employ a large amount 
of capital in capital goods, or capital equipment. 

That being the case, I think you can see that they can anticipate a 
preferential—or that I believe they are given preferential treatment. 

Senator Bennerr. I would just like to remind you that we had 
accelerated depreciation in World War LI, and fellows who took that 
paid more taxes than the men who took the normal rate of depreciation, 
because the tax rates went up after World War II. 

We had accelerated depreciation again during the Korean war, and 
we are still postponing the day when corporate tax rates will be 
reduced, 

Mr. Exper. For a year. 

Senator Bennerr. Well, we are postponing it. And, one of the 
things you learn in this business is that postponement of dates like 
that goes on, or tends to go on and on. We are not deciding today 
that corporate rates will be reduced next April. We are deciding that 
they won’t be reduced before next April, with the possibility that the 
committee, meeting next spring, will continue them, if the situation 
makes it necessary. 

You and I are in complete disagreement on this basis. We are 
entitled to our own opinion. I have operated a business for 30 years, 
and I have never been able to figure out a way to get a tax advantage 
through an attempt to manipulate depreciation. You have the oppor- 
tunity to depreciate your asset once, no more than that, and on that 
basis it is impossible for me to accept the word “irretrievably,” no 
matter who says it. 

Senator Lone. Might I just ask the witness this question with 
regard to that point: As long as a person continues to expand his 
operation, isn’t there a possibility that he can stay ahead of the Gov- 
ernment ever getting the money back. In other words, if you buy 
equipment and you depreciate it 20 percent the first year, when you 
ordinarily would have depreciated it 10 percent on the straight-line 
basis and, let us say, by having a larger deduction for the first 2 or 3 
years with that equipment, about the time when you would no longer be 
depreciating that equipment, if you buy more equipment you can 











680 INTERNAL REVENUE CODE OF 1954 


continue to hold down the amount that you would pay by means of 
depreciation. And, as long as you continue to expand your operation 
to the extent that you expand it, that indicates that there is a tax loss 
as far as the Government is concerned. 

Mr. Exper. That is true, Senator. And I think, of course, in that 
connection the fact that this defense emergency setup, under which 
war contractors, defense production contractors, were allowed ac- 
celerated depreciation privileges, is a particular case in point. I mean 
it would seem to me to argue that there is validity in the contention 
that this need for depreciation allowance should be taken into account. 
I feel that would emphasize the need for approaching it rather on a 
short-run basis than suggesting the inauguration of an entirely new 
policy. 

I note, for example, in the Wall Street Journal of Wednesday, a 
reference to the fact that— 
fast writeoffs of protective construction for defense plants have been extended 
to additional areas by the Office of Defense Mobilization. Previously, only 
plants in 70 critical target areas were eligible for 100 percent accelerated amorti- 
zation of funds spent for protective construction. This treatment has been 
extended to defense supporting plants in all of the 193 target areas designed 
by the Federal Civil Defense Administration. 

Senator Bennerr. Do you think that was in order to give them tax 
advantage ? 

Mr. Exper. No. 

Senator Bennerr. Actually, the purpose of that, the value of ac- 
celerated depreciation, is to facilitate the financing of a wartime pro- 
gram, because with accelerated depreciation the banker sees a better 
opportunity for his borrower to earn enough money to pay his prin- 
cipal back. There is that advantage. 

But, so far as the effect on depreciation itself, I have never been 
able to figure out a way by which it would have any ultimate effect. 

The Cuatrman. We have to hear one more witness. Unless there 
is some burning question a member of the committee wants to ask, I 
suggest that you bring your talk to the best possible conclusion. 

Senator Franpers. I would like to raise a question very briefly. 

The Cuarrman. All right, let’s have the burning question. 

Senator FLanpers. When neither the witness nor my colleague 
from Louisiana raises the question of what harmful results would 
obtain if a company continued to expand its operations, which means 
its production, which means its employment, isn’t that just exactly 
what we are aiming for? Are we not trying to dothat? That is the 
question I raise with regard to that. 

Senator Lone. The point I want to make, Mr. Chairman, and the 
point I have been trying to make in this connection, is that I would 
completely agree that there is merit to accelerated depreciation, and 
I wouldn’t question that for a moment. But I don’t want to be 
misled about this matter. It is going to cost revenue to the Gov- 
ernment. It is just that simple, as far as I am concerned. You are 
not going to collect as much money when you collect accelerated depre- 
ciation if you didn’t get it. 

Senator Bennett. You are not going to collect it in 5 years, but 
over the life of the plant you are going to collect exactly the same, 
the tax rate being identical. 

The Cuamrman. Proceed, please, Mr. Elder. 
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Mr. Exper. I have more on this topic, but I will omit it. It will be 
in the record. 

The Cuarrman. Yes; it will be in the record. 

Mr. Exper. We do wish to call to your attention several new pro- 
visions in H. R. 8300 governing deferred compensation, pension and 
profit sharing trusts. These provisions may not involve substantial 
revenue loss; however, they do propose the legalization of discrimina- 
tion which we believe should not be sanctioned by your committee. 

Section 165 (a) of the Revenue Code stipulates the requirements 
that must be met by pension and profit-sharing trusts to be exempt 
from taxation. To qualify under 165 (a) a plan must be classified as 
nondiscriminatory or alternately it must meet the percentage rules set 
forth in section 165 (a) (3) (A). It may be noted that the percentage 
classification is almost never applied, so that almost any plan which 
qualifies today must qualify under the nondiscriminatory provision. 
The existing law also requires that benefits be nondiscriminatory ex- 
cept that recognition may be given to benefits available under the so- 
cial-security and/or railroad-retirement programs. 

Section 501 (e) (3) of the bill is to replace section 165 (a). Instead 
of the nondiscrimination rule, it sets forth a new set of arbitrary rules. 
The test for discrimination becomes if (@) more than 30 percent of the 
contributions under the plan are used to pee benefits for share- 
holders; or (6) more than 10 percent of the participants are key 
employees. Further, the plan will qualify only if the appropriate 
percentage of regular employees are covered where the appropriate 
percentage is 50 percent if there are less than 20 employees (but not 
less than 10) and 25 percent if there are more than 20 employees (but 
not more than a total of 100). (Key employees are defined as the high- 
est paid 10 percent of the employees. ) 

Thus an employer with one employee can provide a plan for himself. 
This is not possible under the present law. 

An employer who sets up a plan for 40 employees under the present 
law must provide nondiscriminatory treatment as to coverage and 
benefits. Under the bill he is permitted to cover any 10 employees on 
any basis he may desire. 

An employer with 50,000 employees must under the present law 
provide nondiscriminatory coverage and benefits. Under the bill he 
may cover any 1,000 employees without any question as to discrimina- 
tion because he will not violate the 30-percent rule and he cannot 
violate the key-employee rule since by definition he cannot have more 
than 100 key employees regardless of the number of employees. 

Section 501 (e) (4) (: \) permits discrimination in pension bene- 
fits. The plan will cover employees making over $4,000 only and pro- 
vide for benefits based on the first dollar of income. If such a plan 
provides for benefits of 40 percent of pay, the excluded employee 
earning $4,000 gets nothing; the covered employee earning $4,001 will 
get 40) percent of $4,001 or $1,600.40 in addition to whatever social 
security may provide. 

Under present law, if employees earning less than any particular 
salary level are excluded from the plan, you cannot provide covered 
employees with benefits on the exc faded: amounts. For example, in 
the above case no benefits are allowable on the first $4,000 income of 
covered employees if employees earning $4,001 are not similarly 
treated. 
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Section 501 (e) (4) (B): Under this provision an employer with 
50 employees covered by a profit-sharing plan may provide 10 percent 
of compensation out of profits to all employees covered by provide 
20 percent to 1 or 2 individuals who incidentally may be major stock- 
holders earning far in excess of other employees. 

The last paragraph of section 501 (e) (4) permits one shot profit- 
sharing trusts under which the employer would not be required to 
continue the plan beyond one single payment. At the present time a 
profit-sharing plan must be a permanent program in order to qualify. 
The tax loss from this seemingly minor proposed change could be ex- 
tremely large. 

Section 501 (e) does not specifically cover industrywide pension 
plans established as a result of collective bargaining. We believe that 
the law should make specific provision for such plans so that there 
is no question as to their eligibility. 

Mr. Exper. We do not propose any tax-reduction plan which would 
imperil the financial security of the Government. We have already 
noted, however, that H. R. 8300 will result in initial revenue loss of 
$1.4 billion and ultimately $3.5 to $4.5 billion yearly loss in revenue. 
We urge your committee to give serious consideration to replacing 
the reductions proposed in H. R. 8300 by reductions that would be 
more equitable and more nearly in accord with current and future 
economic needs. 

To achieve these ends, we propose that tax relief be concentrated 
on two major points: Reducing the rates from 20 percent to 10 per- 
cent on the first $500 of net taxable income, and raising exemptions by 
$100. If it should be proved that it is not feasible at the present time 
to do both of these things, then we believe priority should be given 
to the reduction in rates. 

This program would help those people who need the help the most. 
A single person, for example, earning $1,600 would find his taxes 
reduced through the rate reduction from $168 to $118. A $100 in- 
crease in the exemption would further cut his tax bill to $98. 

A married couple with an income of $3,000 would have their tax 
bill reduced from $300 to $200 by the reduction in rate, and the 
exemption increase would further cut their taxes to $160. 

As between rate reduction and an increase in exemptions, if a choice 
must be made, we believe it should be made in favor of the reduction 
of the rate to 10 percent on the first $500 of net taxable income. This 
rate reduction would cost less, and it would do more to aid those who 
need aid than would the increase in the exemption. The total cost 
of the rate reduction would be $2 billion a year, as opposed to $2.5 
billion which raising the exemptions would involve. 

The single taxpayer earning $1,600 would save $50 a year through 
the rate reduction proposed, as against a $20 saving through the 
exemption increase. The married couple with an income of $3,000 
would save $100 by rate reduction, as against $40 through the in- 
creased exemption. 

Reduction of the tax rate to 10 percent on the first $500 of net tax- 
able income would yield the greatest benefits to taxpayers most in 
need ; it would distribute those benefits most equitably ; and it would 
do it at a minimum cost to the Federal Government. 

If I might comment just briefly on this point, I would like to refer 
to the fact that in Canada you have a $1,000 exemption for adult tax- 
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payers. That is for the husband and wife. And you have a 15 per- 
cent beginning tax rate, as against a 20 percent beginning tax rate 
here, with like exemption of only $600 for adult taxpayers. 


INTEGRATED PROGRAM NECESSARY 


No tax policy can in itself create a prosperous economy. If they 
are to be really effective, tax reductions should be an integrated part 
of a whole economic program. There is no assurance that any kind of 
tax reductions will automatically bring about necessary increases in 
spending or the fullest possible level of employment. These results 
will be brought about only if tax cuts are combined with other meas- 
ures designed to insure the economic health of the Nation. 

Most important of those other economic measures which should go 
hand in hand with tax reductions is the development of an urgently 
needed program of public works, carried on by the Federal Govern- 
ment in cooperation with the States and the local governments. 

In his January 1954 Economic Report, President Eisenhower indi- 
cated something of the tremendous need for public works. Our roads, 
he warns, will wear out faster than they can be rebuilt unless we in- 
vest an estimated $8 billion a year for the next decade to work down 
the tremendous backlog of needed highways and to keep those already 
built in usuable condition. 

The President further indicated in his report the need for an an- 
nual expenditure of $5.5 billion to meet the needs of 10 million ele- 
mentary and high school pupils who do not have adequate school 
facilities. Even at that rate, it will be at least 5 years before we have 
worked down the existing backlog. Another $114 billion a year is 
needed, the President estimates, to bring American colleges and uni- 
versities up to standard within the next 10 years. This adds up to 
a total of $634 billion a year needed for school construction, compared 
to the $2.5 billion yearly currently being spent. 

Other needs for public construction cited in the President’s report 
include more than doubling the rate of construction of hospitals and 
of water and sewerage facilities. 

All in all the President outlines a need for an annual expenditure for 
public works of $1914 billion, an increase of more than $8 billion over 
the $11.2 billion spent in 1953. Failure to meet these needs can mean 
continued human and economic loss to our Nation. 

Yet, in the face of this need for stepped up public construction, re- 
ports from the Departments of Labor and Commerce for the first quar- 
ter of 1954 indicate that Federal spending for new public construc- 
tion was down 17 percent over the corresponding period of one year 
ago, more than offsetting an 8 percent rise in State and local expendi- 
tures, 

Tax cuts cannot compensate for shortsighted policy. But a sound 
tax program combined with an accelerated program of public invest- 
ment in roads, schools, housing, hospitals, water and sewerage facili- 
ties, and other construction can do much to promote increased buying 
power, full employment, and a healthy American economy. 

Unfortunately, the President’s report proposes no specific program 
to finance the additional public works. In our opinion such a long- 
range program is needed. Experience has shown that neither the 
States nor the local communities are in a position to finance these 
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needed public works out of existing sources of revenue. Many State 
governmental units are hampered by archaic tax laws and constitu- 
tional restrictions on their taxing power; competition between taxing 
units has led to adoption of regressive tax laws based on the taxpayers’ 
“inability to resist” rather than on their “ability to pay.” In spite of 
increasing recourse to sales taxes, payroll taxes and nuisance taxes of 
various kinds, tax revenue of States and large cities in many instances 
is inadequate to meet current needs and make sufficient provision for 
expansion of services and public works. During the 5-year period from 
1948 to 1952, State and local indebtedness increased from $18.7 billion 
to $29.6 billion, an average increase of over $2 billion a year. During 
this 5-year period, State and local debt increased by 58 percent, where- 
as the Federal Government debt increased less than 3 percent. But 
even with mounting debts, State and local governments are unable to 
meet the need for public works which was outlined in the President’s 
Economic Report. 


FEDERAL, STATE, LOCAL SHARING 


We believe a practical answer to this problem so directly related to 
the economic health of the Nation is greater use of the Federal taxing 
power to enable States and local governmental units to provide neces- 
sary public works. A program of sharing of tax revenue under Fed- 
eral auspices should be inaugurated to supplement existing programs 
of grants-in-aid to the States. The taxing power of the Dominion Gov- 
ernment in Canada is being used in the income-tax field for the benefit 
of the provinces. 

Our Federal Government could use its taxing power with no less 
effect for the benefit of our States and local governments. 

Here we are, in a period in which it is essential that the State and 
local expenditures should be increased for very much needed public 
works, 

President Eisenhower has referred to the fact that we would need 
at, least $8 billion or more a year to take care of much needed ad- 
ditional public works. And I think he made this statement in the 
Economic Report, where at some length is set forth the need for 
public works in various categories. 

Now, we know that the present situation is such that the State 
governments and local governments are going into debt at the rate 
of $2 billion a year, and still they are not taking care of these needed 
additional public works. In many cases they are not keeping up with 
the current needs for services, and we know the reason. We know 
that the reason is archaic constitutional restrictions, limitations on 
local taxing power, competition between States, competition between 
municipalities and, finally, lack of tax resources in certain instances. 

We feel that the answer to that is a closer integration between the 
Federal tax program and that of the States and the localities. It 
is our considered opinion that talking about throwing more responsi- 
bility on the State and local governments is whistling in the wind, 
because experience has shown that up to a certain point they will, 
but beyond that point, they won't, and in many cases they can’t. 

And that suggests to us the need for integrating the Federal tax 
program much more closely with the State and local programs than 
has been done up to this time. I say that principally because, on the 
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basis of observation, we believe that increasingly State and local 
governments are trying to finance themselves, trying to lift themselves 
up by their bootstr: aps, and they just can’t do it. They can’t finance 
these needs out of nuisance taxes, excise taxes, sales taxes, payroll 
taxes—they just don’t produce the revenue. Besides that, they are 
inequitable, they are uneconomic, they cost entirely too much for 
administration. And there is the answer. 

In a way, | believe that answer has been suggested in Canada, 
where they have a system of sharing, under which the Dominion Gov 
ernment collects the income tax, and the revenue up to a certain point is 
shared with the provinces. 

L believe that - an area which should be thoroughly explored, and 
if it is explored, | am persuaded that it would be possible to integrate 
the tax programs at the various levels much more closely with the 
economic needs of the entire Nation. 

Mr. Chairman, | am very sorry that I have taken up as much of the 
lunch hour as it appears that I have. IL appreciate your courtesy and 
the courtesy of all the members of the committee. Thank you very 
much, 

The Cuamrman. We thank you very much for your testimony. It 
has been interesting. A lot of your time has been occupied by mem 
bers of the committee, so no harm done. ‘Thank you very much. 

Mr. Exorr. Thank you. 

(The following supplementary statement was subsequently supplied 
for the record :) 


SUPPLEMENTARY STATEMENT OF AnTHUR A. BLper 


1. Dividend exclusion and credit 

The attached tables amplify my comments regarding the proposed change in 
tax status for dividend income. 

These tables represent summaries of data included in the 1950 Statistics of 
Income issued last fall by the Bureau of Internal Revenue. The tables indicate 
the distribution of dividend income among individuals who filed taxable income 
tax returns, 

Table I compares for different classes of adjusted income the total number 
of taxable returns and the number of returns reporting dividend income. As you 
can see, the percentage of returns with dividend income rises sharply in the higher 
income groups. 

Table II shows the distribution of taxable returns, adjusted gross income, and 
dividend income. The table brings out closely the fact that dividend income 
is highly concentrated among the upper-income groups. In fact, the distribu 
tion of dividend income is far more highly concentrated at the upper end of the 
income scale than is the distribution of gross income itself. 

It should be noted that these tables include dividends from both publicly owned 
and privately held corporations. They do not, of course, include dividends which 
were received by tax-exempt institutions or dividends received as fiduciary in 
come. We have investigated this issue and according to the most reliable esti- 
mates dividends paid to trusts, tax-exempt institutions and similar groups, 
accounted for not more than 15 to 20 percent of total corporate dividends. 


2. A. F. of L. proposal 

Additional calculations have been made to estimate more accurately the reve 
nue loss in the A, F. of L. proposal to reduce from 20 percent to 10 percent the 
tax rate on the first $500 of net taxable income. We now find that this proposal 
would involve a revenue loss of $2.9 billion. 











686 INTERNAL REVENUE, CODE OF 1954 


Tasie 1.—United States individual income taw returns, 1950, with number of 
returns reporting dividend income 





Percent of 


Total number Number of ; ‘ 
Adjusted gross income class of taxable taxable returns | ™ a 

returns with dividends income 
Under $1,000... 1, 570, 113 | 27, 385 | 1.7 
$1,000 to $2,000__ 5, 996, 778 198, 338 | 3.3 
2,000 to $3,000 _ . 8, 717, 908 | 335, 006 | 3.8 
$3,000 to $4,000_. 8, 668, 606 418, 587 | 4.8 
$4,000 to $5,000_._- 5, 740, 400 | 415, 065 | 7.2 
$5,000 to $10,000 6, 114, 699 | 1,023, 149 16.7 
$10,000 to $50,000... 1, 295,077 684, 884 52.9 
$50,000 to $100,000 62, 689 | 51, 312 | 81.9 
Over $100,000 20, 412 18, 388 | 90.1 
Total... 38, 186, 682 3,172,114 8.3 


Source: Statistics of Income for 1950, pt. 1, preliminary report, Bureau of Internal Revenue, U. 8. Treas 
ury Department, 1953. 


TABLE II.—United States individual income ta@w returns, 1950, with data for 
tarable returns giving adjusted gross income and dividend income 


Total number, Percent Adjusted | Percent Dividend |Pereent of 

Adjusted gross income class of taxable of total gross | of gross fentibne dividend 

returns returns income income income 

| 

Under $1,000 1, 570, 113 4.1 $1, 310, 810 0.8 $19, 641 0.3 
$1,000 to $2,000 5, 006, 778 15.7 9, 200, 478 5.8 66, 816 1.1 
$2,000 to $3,000 8, 717, 908 22.8 21, 943, 283 | 13.8 | 159, 956 2.7 
$3,000 to $4,000 &, 668, 606 22.7 30, 154, 986 19.0 | 297,477 5.0 
$4,000 to $5,000 5, 740, 400 15.0 | 25, 557, 691 16.2 209, 312 5.1 
$5,000 to $10,000 6, 114, 6990 16.0 39,046, 068 | 2.6 583, 456 9.9 
$10,000 to $50,000 1, 205, 077 3.4 23, 081, 874 14.6 2, 285, 455 38. 6 
$50,000 to $100,000 62, 689 2 5, 579, 036 3.5 866, 875 4.7 
$100,000 and over 20, 412 ol 2, 670, 895 1.7 1, 338, 931 22. 6 
Total... 38, 186, 682 100.0 158, 545, 122 100.0 5, 917, 919 100.0 


Source: Statistics of Income for 1950, pt. 1, preliminary report, Bureau of Internal Revenue, U. 8. Treas- 
ury Department, 1953. 
The Carman. Senator Kem, we are very glad to have you with 
us. 
This is Mr. James Kem, who was formerly a Senator from Missouri 
and a very highly respected member of this body. 


STATEMENT OF HON. JAMES P. KEM, A FORMER UNITED STATES 
SENATOR FROM THE STATE OF MISSOURI, ON BEHALF OF FIELD 
FOUNDATION, INC. 


Senator Kem. Thank you very much, Mr. Chairman and gentlemen 
of the committee. I am appearing on behalf of the Field Foundation, 
Inc., which is a charitable trust. 

The Cuarrman. Excuse me. I will be back in a moment. We will 
have a 2-minute recess. 

(A short recess was taken.) 

The Cuarrman. The meeting will come to order. Proceed, Senator 
Kem. 

Senator Kem. Mr. Chairman, my name is James P. Kem, and I am 
appearing here on behalf of the Field Foundation, Inc., which is a 
charitable organization. 


cadena races. 


hi sini 
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My reason for appearing before this committee is to propose an 
amendment to section 514 of H. R. 8300. This amendment is intended 
to clarify a provision relating to the rental income of charitable or- 
ganizations, such as the Field Foundation. 

The Field Foundation authorized philanthropic grants totaling 
$715,866.85 in the fiscal year ended September 30, 1953. Net appro 
priations for exclusively charitable, scientific, and educational pur- 
poses total $4,429,992.72 since the foundation's first award in 1941. 
Typical grants have been made to the Child Research Council of the 
U niversity of Colorado, at Denver, to explore personality development 
of infants and preschool children : Haverford College in Haverford, 
Pa., for a graduate program in assistance of undeveloped regions; and 
the United States Children’s Bureau, Washington, D. C., to develop 
action against rising juvenile delinquency. 

Similar grants have been made to study the value of the adviser 
in teacher training; to improve day camps and afterschool play 
gritipa; and to study the problems of mental health, with particular 
emphi isis on the problems of maladjusted children. 

The principal asset of the Field Foundation is a large office building 
in Chicago, known as the Field Building. By its charter, the funds 
of the foundation are confined exclusively to charitable, scientific, 
and educational fields. 

As this committee of course knows, the Revenue Act of 1950 for 
the first time imposed a tax on certain income of charitable and other 
tax-exempt organizations. Among other things, Congress taxed the 
rents which a charity derives from a so-called supplement U lease. 
Generally speaking, section 423 of the present code defines a “supple- 
ment U lease” as a lease of real estate for more than 5 years where 
the lessor is a charity which acquired the real estate on borrowed 
funds. Congress enacted the special provisions on supplement U leases 
in order to deal with what had come to be known as the leaseback. 

This committee, as well as the Ways and Means Committee, felt 
that. in some instances charities were trading on their tax exemption. 
In other words, they were functioning as conduits for privately owned 
business. Instead of buying real estate directly, the business would 
have a charity buy the property and then rent the property from the 
charity on a long-term lease. Since the charity would be receiving tax 
exempt income, ‘it could borrow the necessar y funds on more favorable 
terms to the lender than the privately owned business could afford. 
For example, it could more rapidly amortize the debt, using the money 
which a private business would have to pay in tax. At the same time, 
the tax exemption enabled the charity to lease the property on gen 
erous terms to the privately owned enterpr ise. Moreover, under this 
arrangement the private lessee could write off each year its entire 
rent instead of the much lower depreciation deductions to sine h it 
would have been entitled as the direct purchaser of the propert 

Since leaseback arrangements depended on the use of lagasteres 
leases, the Congress carefully distinguished between long-term _ leases 
and short-term leases. Needless to say, the Congress was well aware 
that many charitable organizations traditionally . invest in real estate, 
and it had no desire to disturb these routine investments. Therefore, 
the line was painstakingly drawn at 5 years. In short, rents derived 
from a lease of property for more than 5 years are now subjected to 
tax, and rents from a lease for 5 years or less are not. 
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In the case of large commercial property, such as an office building, 
some of the available space may be occupied for more than 5 years 
and some for shorter terms. In order to cover such cases, the code 
contains detailed rules for determining whether all or any part of 
the rents from the long-term leases is to be taxed. If, for example, 
50 percent or more of the total area is leased for more than 5 years, 
or if 50 percent or more of the total rents are earned on such leases, 
all the rents from such leases are taxable under the formula contained 
in the statute. But, in any event—and Mr. Chairman and members 
of the committee, this is an important point— the rentals from short- 
term leases, defined in terms of 5 years or less, are not subject to tax. 

Although the policy of the Congress is quite clear, the language of 
the statute inadvertently raises a disturbing problem. For example, a 
tenant may be in possession of a loft under a 5-year lease. At the 
end of the 4th year, negotiations are begun for the execution of a new 
lease. When the old lease still has 1 year to run, a new 5-year lease is 
executed. 

The problem which seriously concerns my client, and I believe other 
similar foundations, is that some revenue agent may say that the 
remaining 1 year of the old lease should be tacked on to the term of 
the new lease, and then argue that the outstanding leasehold is for 
6 years. 

If that argument is sound, a new lease could never be ex: uted until 
the stroke of midnight of the day on which the old lease expired. I 
am sure that the Congress never intended so incongruous a result. 
Certainly, it would impose an impossible burden, for as a practical 
matter a 5-year lease could not be extended without subjecting the 
lessor to tax. The problem, then, is particularly acute where the 
tenant contemplates making leasehold improvements in the expecta- 
tion of renewing its present lease. 

Since it is perfectly clear under present law that 5-year leases are 
not objectionable, there must, from a practical standpoint, come a 
time when the landlord and tenant can negotiate a new lease for a 
new 5-year term. Obviously, they should be able to do so without 
incurring a discriminatory heavy tax burden designed by the Congress 
for an entirely different sort of case. 

On the other hand, we recognize that if there is to be no tacking 
of successive leases, tax avoidance schemes might undermine the 
whole purpose of the law. A lessor and lessee could, in effect, create 
a long-term lease by rapidly executing a series of separate leases, each 
for 5 years. Perhaps the courts would look through this kind of 
scheme and treat the successive leases as one continuous lease. How- 
ever, this possibility of avoidance, of determining whether or not such 
an integrated scheme existed, does present serious difficulties at the 
administrative level. 

It seems obvious that some specific rule should be devised to clarify 
the methods which may be employed in negotiating new leases. At 
the same time, the rule should be so drawn as to preclude abuses of 
the type just mentioned. 

It is suggested that provision be made in H. R. 8300 for a definite 
period during which the landlord and tenant may execute a new lease, 
without raising any doubt as to whether the new lease will be treated 
as an independent transaction. 
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In the practical operation of real estate, renewals are ordinarily 
made during the last half of the current term. It is therefore sug- 
rested that H. R. 8300 be amended so as to permit a new short-term 
feaee to be executed during the last half of the current term without 
the unexpired portion of the old lease being tacked on to the new lease 
for the purpose of determining the length of the new lease. 

My purpose in appearing here is not to raise any question as to the 
policy of the legislation that is now generally known as supplement U. 
I recognize that it is intended to correct an abuse which disturbed the 
Congress. My only purpose here is to invite the attention of the com 
mittee to a situation which, in my judgment, needs clarification. In 
order to accomplish this clarification, we are proposing an amendment 
to the present law. I won’t take the time to read that now. 

The Cuatrman. Did you discuss that with the director of our staff, 
Mr. Stam ¢ 

Senator Kem. I haven’t had the opportunity to do so, but I will. 
I won’t take up the time now to discuss the verbiage of the amendment. 

The Cuarrman. The best way to get that settled is to talk with the 
director. 

(The proposed amendment referred to, of sec. 514 (b) (2) (A), of 
H. R. 8300, follows:) 


That section 514 (b) (2) (A) of H. R. 8300 be amended to read as follows: 

“(A) In computing the term of a lease which contains an option for renewal 
or extension, the term of such lease shall be considered as including any period 
for which such option may be exercised ; and the term of any lease made pursuant 
to an exercise of such option shall include the period during which the prior lease 
was in effect. In computing the term of a new lease which is executed before the 
date of termination of an evisting lease held by the same tenant with whom such 
new lease is made, the term of such new lease shall be considered as including the 
unexpired portion of such existing lease for the purpose of determining the term 
of such new lease unless such new lease (if for a term of not more than 5 years) 
shall be erecuted during the second half of the term of such existing lease (but 
in no event prior to 2% years from the date of expiration of such ewisting lease). 
If real property is acquired subject to a lease, the term of such lease shall be 
considered to begin on the date of such acquisition.” [Italics indicate material 
inserted. ] 


The Cuarrman. Thank you very much, Senator Kem. We appre- 
ciate seeing you here. 

Senator Kem. Thank you very much, Mr. Chairman, for your usual 
courtesy. 

The CuarrmMan. We will meet again Monday morning at 10 o’clock. 

(By direction of the chairman, the following is made a part of the 
record :) 

Wasuineton, D. C., April 9, 1954 
Hon. Evcene D. MILLIKIN, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D. C. 

DEAR SENATOR MILLIKIN: I am informed that the Senate Finance Committee, 
in its consideration of the revision of the Internal Revenue Code, does not have 
sufficient time to hear testimony on proposed changes which have already been 
heard by the House Ways and Means Committee. 

I am writing to you in support of an amendment to section 213 (e) (1) (A) of 
the proposed Internal Revenue Code of 1954. The amendment would add the 
phrase “including amounts paid for antiseptic diaper service.” 

Testimony in support of such an amendment was presented before the House 
Ways and Means Committee on June 17, 1953, by Mr. Harper L. Schimpff. His 
statement is contained in the report of that committee. 
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The substance of this amendment was covered by H. R. 5502 introduced by 
Representative Clifford Davis of Tennessee, Regrettably, Representative Davis 
was wounded by one of the Puerto Rican Nationalists and was unable to take 
a vigorous role in support of his bill. He did, however, return to the floor of 
Congress on the day when a final vote was taken in order to make a last plea 
for his amendment. A copy of his statement is enclosed. 

In this communication I shall not attempt to repeat the detailed information 
presented by Mr. Schimpff to the House Ways and Means Committee. I realize 
how pressing your committee is with the many major issues contained in the 
bill, and unfortunately this often results in bypassing lesser issues, no matter 
how meritorious. For this reason I have condensed to less than 1 page the rea- 
sons which I believe justify your committee’s favorable action on this amend- 
ment. 

Very sincerely yours, 
Srantey I. Posner. 


{From the Congressional Record of Thursday, March 18, 1954, p. 3838] 


Mr. Davis of Tennessee. Mr. Chairman, on June 2 of last year at the request 
of one of my constituents, I introduced H. R. 5502 which provides in effect that 
expenditures made for an antiseptic diaper service shall be considered a med- 
ical expense under the internal-revenue law. This bill is intended to give some 
modest assistance to parents of newborn infants during the year when they 
face their highest expenditures for the child, his hospital bills and fees to the 
doctors, as well as all of the other expenses which a new child brings to an 
American family. 

Here in this country we give no bonuses or subsidies to the Americans who 
have sufficient faith in the future to bring new Americans into the world. Other 
countries, whose philosophies and ambitions require manpower for the battle- 
field, frequently give cash prizes to encourage large families. 

Although we do not encourage population increase for the battlefield, the 
annual addition to our population is one of the greatest stimulating factors which 
exist for the American economic progress and we should not overlook the 
stimulus which these new children bring to our economy. 

American babies are among the healthiest in the world. Nevertheless, each 
year more than 25 of each 1,000 livebirths die within the first year. Recent 
medical investigation discloses that a significant number of these deaths have 
their origin in the common skin irritation known generally as “diaper rash.” 
It has been medically demonstrated that the use of antiseptic diaper service will 
prevent this common disease and thereby avoid the necessity for the suffering and 
medical expense and even deaths which may otherwise occur. In my opinion, and 
I am joined by many others in that opinion, payments for this preventive meas- 
ure are entirely justified expenses to prevent or cure disease. However, under 
the existing regulations there may be some doubt as to the availability of the 
deduction in some cases or others. My bill is intended to clarity the situation and 
I earnestly urge the Ways and Means Committee to accept an amendment to 
this effect. 


Brier SuMMARY OF REASONS FOR TAX DEDUCTIBILITY OF ANTISEPTIC DIAPER 
SERVICE 


1. Diaper rash is a skin infection so common among infants that prevention 
is a necessary part of baby care. Antiseptic diaper service not only prevents, 
but cures. In 1 medical study of 50 diaper-rash cases, 49 were cured in a 
week after impregnated diapers were used. (Journal of Pediatrics, 1947; 
Current Medical Digest, January 1948.) 

2. Complications from diaper rash may be serious or fatal. Boric-acid 
poisoning, for example, can enter the skin. A recent study of 109 cases of 
such poisoning shows more than 70 percent mortality for babies under a year 
old. It is believed that many unreported cases have occurred in addition to 
those diagnosed. (Journal of Pediatrics, December 1953.) 

8. Infectious diarrhea may also be transmitted through diapers if not made 
bacteriostatic as antiseptic service does. 

Worse than polio? If all the facts were known, it is likely that diaper rash 
leads to more infant deaths than infantile paralysis. 

The infant mortality rate has declined through the years. In 1930, when 
diaper services began, more than 64 babies, out of 1,000 born alive, died before 
they were a year old. By 1952, the rate had been cut below 29, or less than 
half. 
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Many advances in medicine and infant care were responsible. Among them, 
antiseptic diaper service was by no means the least. 

The antiseptic process is not exclusive: Any diaper service can use it at 
extra cost. 

Tax deductibility will help bring such service within the reach of families 
heavily burdened by the high costs of modern baby care, especially those in the 
middle-income brackets. 

It is only fair that the Congress adopt this amendment to the pending general 
tax-revision bill. 

NATIONAL INstiTuTEe oF Diaper Services, Inc 
By STan.ey I. Posner, General Counsel. 


CONGRESS OF THE UNITED STATES, 
House OF REPRESENTATIVES, 
Washington, D. C., April 9, 1954. 
Hon. EuGene D. MILLIKEN, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D.C. 

My Dear Mr. CHAIRMAN: I am in receipt of a letter from Miss Marion P. Lang 
who is the sole support of her mother who is totally blind. Miss Lang’s situation 
is one which I sincerely feel should be given consideration by your committee 
when making changes in the present tax bill. 

Her father died 5 years ago and she is now the head of the family which con- 
sists of her mother who, as I mentioned before, is totally blind, and entirely de 
pendent upon Miss Lang for support. There is also the added expense of a 
seeing-eye dog for her mother. As the law now reads, Miss Lang cannot take two 
deductions for a blind person unless that person be either husband or wife. There 
are many other cases in our country of a son or daughter being the sole support 
of an elderly mother or father and actually being the head of that family, yet 
they cannot take the deductions accorded a husband or wife who is the head of a 
family. 

These two inequities are worthy of serious consideration, and I would appre- 
ciate having your ideas on this important subject. 

Thanking you for your interest in this problem, and with very best wishes, I 
am, 

Sincerely yours, 
WILLIAM B. WIDNALI 


HAVERHILL, N. H., April 9, 1954. 
Senator Eugene D. MILLIKIN, 
Chairman, Senate Finance Committee, Washington, D. OC. 


Dear SENATOR MILLIKIN: As a shareholder who is dependent upon a meager 
amount of dividends for his livelihood I am taking the liberty of presenting to the 
committee at its public hearings on the House version of the Revenue Act of 
1954 my opinion of the cure for double taxation of corporate profits incorporated 
therein, I presume that written opinions will be brought to the attention of the 
committee members just the same as the opinions of those who can afford to 
journey to Washington to deliver theirs in person. 

For 10 years prior to retiring in 1946 on account of my health I was assistant 
director of General Motors Corp.’s tax section during which period Federal in- 
come taxes were my chief responsibility, so I have some knowledge of the mat- 
ter. 

If the Senate permits the President’s dividend-tax proposals to be enacted the 
GOP will be putting itself into a pit from which it can’t extricate itself in a 
hurry. 

Yours very truly, 
KENNETH JOHN MAcDONALD. 


TAXATION OF SHAREHOLDERS’ INCOMES 


(By Kenneth John MacDonald, Haverhill, N. H.) 


tighty-four years ago the Supreme Court ruled that the proportional interest 
of a shareholder in the profit of a corporation was income to him whether 
distributed or otherwise (Collector v. Hubbard, 1870). As the relationship 
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of shareholder to corporation is exactly the same now as it was then it follows 
that the corporation tax and the dividend tax are both levied on the same 
income and from the same individuals. 

Everyone agrees that it is wrong to tax the same income twice and that 
double taxation is unjust wherever it occurs. The House bill purports to 
remedy the situation, but it is quite plain that it would only aggravate it. A 
toothache will not be cured if the dentist extracts a perfectly sound tooth instead 
of the rotten one adjacent to it; yet that is exactly parallel to the measures 
proposed by the administration to cure the evil of double taxation, 

Both the corporation tax and the dividend tax must be examined very closely 
before the cause of the injustice can be determined. Bach must be made to 
pass muster standing upon its own feet and its merits or faults appraised inde- 
pendently of those of the other. A great degree of laxity in the taxation of 
profits remaining after payment of the corporation tax cannot be regarded as 
compensating for a greater degree of severity in the corporation tax itself. 

The measures advocated by the President and adopted by the House are based 
upon the assumption that the injustice is caused by a fault in the dividend tax; 
an assumption which, although altogether false, has been built up and fostered 
by the greatest flood of propaganda ever brought to bear upon any subject in the 
realm of taxation. Powerful interests stand to gain much if they are enacted 
into law, but there are equally powerful reasons why they should be discarded 
not only for now but forever. 

In the year 1952 corporations as a whole paid 54 percent of their so-called 
after-tax profits in dividends. While that was the highest percentage paid in 
any year since the war, it still left approximately $8 billion with the corpora- 
tions to be added to the fund from which tax-free stock dividends and tax-free 
stock splits are made, 

Assuming that the percentage paid in 1954 will be the same as in 1952 and (for 
the sake of simplicity) that the corporation tax will be 50 percent; then of 
every $2,000 earned the Government will take $1,000; the shareholders will 
receive $540; and the corporations will keep $460. 

That means that each individual shareholder will pay tax at the rate of 100 
percent on 50 percent of his proportional share of the earnings; that he will pay 
tax under the graduated rates on 27 percent of such share, and that he will 
pay no tax at all on the remaining 23 percent. 

Now, each shareholder is in a position to figure out for himself whether he 
made a good or a bad bargain in paying tax at the rate of 100 percent on one-half 
of his income for the privilege of escaping tax on 23 percent of it. If his net 
income is below a certain point in the graduated-income scale, he will find that 
he is a loser; if it reaches but does not pass that point he will find that he is 
fully compensated; but if his income is above that point he will be pleased to 
learn that he is not only fully compensated, but is paid a bonus to boct. The 
lesser his income the greater his degree of loss, and the greater his income the 
greater his degree of gain. 

Obviously, the injustice about which so much clamor has been raised cannot 
be corrected by paying a still greater bonus to the gainers before all the losers 
are at least made whole. Yet that is what the scheme sold to the House would do. 
Nobody can deny that. 

From one point of view much could be said in favor of the proposition that 
the steeply graduated scale of tax rates should be abolished and that the Gov- 
ernment should raise whatever revenue it needs by laying tax at a flat rate on 
all incomes regardless of size and without benefit of exemptions or deductions; 
everyone from the richest to the poorest would be taxed at the same rate and 
on his entire income. It is not difficult to determine who would find the most 
merit in that scheme. But, what is not generally recognized is that the corpora- 
tion tax is that scheme enacted into law, or, that about 40 percent of all revenue 
raised by taxing incomes is raised by laying tax at a flat rate upon all share- 
holders. 

Consider for example the situation of an aged blind person under its provi- 
sions. Such a person having an income of $2,000 from any source other than 
corporation profit will be allowed 3 exemptions of $600 each and $200 of deduc- 
tions. Consequently he will pay no tax. But if his income is derived from cor- 
poration profit his exemptions and deductions will go by the board, and (as if 
that were not enough) he will be taxed at the same rate as a person earning 
upwards of $44,000; he will be deprived of $1,000 to support the Government 
while he will be lucky to get $540 to support himself. 
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As to the laxity and inadequacy of the dividend tax there is this to be said: 
If the 16th amendment gave Congress power to confiscate 50 percent (or any 
other percent) of the proportional interest of each shareholder in the profits of 
corporations for public use, one-half of such profits belongs to the Government 
as a matter of right and the other half belongs to the shareholder. Therefore 
nobody can dispute the fact that the shareholder is enriched by the half belong- 
ing to him to the same degree that one of partners who operate a corner grocery 
or an alley garage is enriched by his share of the partnership profit. Yet the 
latter is required to pay tax on every dollar he makes regardless of how little 
he draws for his personal use while the shareholder is taxed only for what he 
draws for his personal use regaradless of how much he makes. 

Shareholders are the only taxpayers who are privileged to determine for 
themselves the extent to which their incomes shall be exposed to taxation. No- 
body could imagine Congress even considering a proposal that the workmen in 
the factories be permitted to invest a portion of their wages in the companies 
which employ them without paying tax on the portion so invested. Yet the 
cases are exactly parallel. In 1952 alone shareholders invested $8 billion of 


their incomes without paying a nicket of tax. As Justice Brandeis once said 
in this connection: “Shareholders will pay taxes not upon their incomes, but 


only on the income of their income.” “And,” he might well have added, “not 
even on the whole of that.” 

The laxity and inadequacy of the dividend tax cannot be corrected by measures 
which were designed to make it still more lax and inadequate. A majority of 
the House were sold the idea that it is wrong to bring even as little as 27 percent 
of the incomes derived from corporation profits—the source of the very highest 
incomes—under the graduated rates and it accepted as a much-needed reform 
a scheme that is nothing more or less than an entering wedge designed to remove 
all corporation profits from tax under those high rates in the course of time, 

Instead of paying still greater bonuses to those who are the gainers under the 
present tax laws Congress should do the exact opposite; it should deprive them 
of the privileges which they have hitherto enjoyed. Therefore its attention 
is directed to the 1954 counterpart of the $8 billion that escaped taxation in 
1952. If just and equitable treatment of shareholders is the objective then the 
very first step taken should be toward bringing the profits retained by the cor- 
porations under the graduated rates by requiring each shareholder to report his 
proportional share of the earnings whether distributed or otherwise in the same 
manner as partners are required to report their incomes. 

Then as much of the new revenue obtained from this hitherto untapped source 
as the Nation can afford to devote to the removal of injustice should be applied 
toward moderating the severity of the flat-rate tax that is collected through 
the corporations. With such a large sum of new revenue in sight, it might 
even be possible to limit application of the 100-percent tax to not more than 
47 percent of each shareholder’s income instead of increasing the portion so 
taxed to 52 percent as the President demands. 

Once the profits retained by the corporations are brought to tax the payment 
of tax bonuses would cease; the interests of all shareholders would then lie in 
the same direction; even the richest would feel that in the absence of com- 
pensating privileges he should not be taxed at the rate of 100 percent on any 
part of his income. That in the end would mean that all corporation profits 
would be routed through the tax returns of the individual shareholders and 
thus brought under the graduated rates where exemptions and deductions are 
not treated as a mockery and a sham and where ability to pay is recognized 
as a just principle in spreading the tax burden over the people. 

All shareholders are not rich. Just the other day the United States Steel Co. 
reported that 56 percent of the 280,000 individuals who own its stock had in- 
comes of less than $5,000, and that the average income for that group was a 
little less than $2,800. 

Justice to all shareholders, to all other taxpayers, and to the Public Treasury 
does not lie in the direction the House was induced to take. It lies in the exact 
opposite direction. Congress should constantly aim at bringing, not less and 
less, but more and more of shareholders’ incomes under the graduated rates 
where they belong and where no person is cheated out of the exemptions appli- 
cable to his age and condition. 
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NATIONAL FARMERS’ UNION, 
Washington, D. C., April 5, 1954. 
Hon. Eveene D. MILLIKIN, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D. C. 

Dear Senator Mrii1K1n: National Farmers’ Union is opposed to the “trickle 
down” program of tax cuts in the tax bill passed by the House of Representa- 
tives. As one means of increasing the purchasing power of these low- and mid- 
dle-income bracket families, we urge the amending of the Internal Revenue 
Code to increase personal exemptions to $1,000. 

Such a measure would leave more take-home pay in the pockets of these 
segments of the population, and the increased purchasing power would be re- 
flected immediately in greater consumption of farm products and increased pur- 
chases of the products of industry. 

Pertinent statements from the program for 1954-55, adopted by the. delegates 
to recent Farmers’ Union convention at Denver, Colo., are as follows: 

“When, for whatever reason, the economic machinery of the Nation begins 
to slow down and fails to expand at the rate of 5 to 10 percent per year the 
economic repercussions are almost invariably felt first on the farms of the Na- 
tion. Farm costs remain high and inflexible. Prices received by farmers for 
the goods they sell drop, returning to farmers a smaller gross income from which 
to pay the high fixed costs. This means smaller income available for family 
living; less dollars to buy goods and services that have remained high in price. 
Farm purchasing power goes down, reducing the sales and jobs of those who 
produce industrial goods and provide services to farm people. Main street 
businessmen in the towns and cities of the farm areas feel the pinch and reduce 
orders; factories reduce production schedules and lay off workers; unemploy- 
ment increases and consumer demand drops. The best way to prevent the de- 
velopment of a recession or depression is to follow policies that will maintain 
an expanding full employment economy. However, when a depression threatens 
special measures should be available for immediate use. We support the 
following: 

“Farm price supports.—The first place to prevent a depression is on the farms 
through an adequate farm price-support program as outlined earlier in this 
statement. 

“Unemployment insurance.—We are convinced that unemployment insurance 
should be made more universally applicable for all hired workers and the rate 
of payment should be constantly modernized to keep up with average increases 
in wage rates and costs of living. We endorse the idea of putting large corpora- 
tions on the same footing with family farms with respect to overhead fixed costs 
of labor. 

“Public works shelf.—We are convinced that the Federal and State Govern- 
ments should have standby depression-control powers just as they have standby 
inflation-control powers. Both State and Federal Governments should have 
already prepared a full shelf of public works plans and blueprints ready for 
use to put people to work building schools, hospitals, highways, dams, soil, forest 
and water conservation works and other public projects at the first indication of 
growing unemployment. 

“Monetary and fiscal policy.—Just as monetary and fiscal policy should be used 
to help curb inflationary developments so should it also be used to encourage the 
development of an expanding economy and to prevent the beginning or worsen- 
ing of a depression condition. 

“Federal tax legislation should be revised to raise personal exemptions up 
to $1,000, eliminate excise and sales taxes on the necessities of life, and reduce 
business taxes on small business. We are opposed to the imposition of a national 
general sales tax, manufacturer’s tax, and other similar tax, by whatever name 
it may be advanced. 

“Federal tax loopholes should be closed and sufficient tax rate increases for 
corporations and for those groups best able to pay should be levied to balance 
the Federal budget.” 

“We oppose the shifting of income taxes from high income brackets to low 
and middle income brackets and any limitation on the maximum percentage 
which may be levied.” 

The statement regarding taxes, minimum wages, and social security which 
was adopted by the National Dairy Producers Conference at Madison, Wis., 
on January 22 and 23, 1954, is as follows: 
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“Inasmuch is it is clearly demonstrated that increasing the purchasing power 
of lower-income families results in their increased consumption of dairy prod- 
ucts, while equal increases in incomes of higher-income groups do not, we recom- 
men: That any tax reduction made by Federal or State Governments should be 
tailored to benefit low-income families, preferably by raising the personal exemp- 
tion; that the legal minimum wage should be raised and extended to additional 
workers, including agricultural workers; that benefits should be increased, and 
coverage extended to additional workers, including agricultural workers, of un- 
employment insurance workmen’s disability programs; that social security bene- 
fits be increased and extended to additional workers, including agricultural work- 
ers and family-farm operators.” 

A statement adopted by the Montana Farmers Union convention, Great Falls, 
Mont., October 21 through 24, 1953, is as follows: 

“Taxation should be considered a means of furthering the aims of our democ- 
racy. Meeting the constantly increasing costs of national defense and of 
administering our broadening domestic program presents a problem of tax dis- 
tribution which calls for an honest tax program. 

“Inequitable tax distribution has placed a burden upon low incomes. In- 
equitable taxes along with rising costs operate against a high standard of living 
which has become an American ideal, 

“Plugging tax evasion loopholes would free large sums of money for tax 
purposes. Records reveal that life insurance companies have escaped paying 
taxes through weak and unworkable legislation. Oil companies evade paying 
millions of dollars of tax money through a favored depletion allowance tax 
clause and a reduction on oil royalties. Lack of adequate excess profits tax and 
income splitting constitute other methods of tax avoidance. 

“We ask that farmers be permitted to adjust their net income over a period of 
years for taxing purposes. 

“We hereby go on record as unalterably opposed to a Federal sales tax. We 
also are opposed to a new hidden sales tax on manufactured articles, a tax that 
would be added to retail selling price.” 

The North Dakota Farmers Union program for 1954 contains a statement on 
taxes as follows: 

“All taxes for the purpose of raising revenue should be levied according to 
ability to pay. This principle rules out general taxes from high income brackets 
to low and middle income brackets, and any limitation on the maximum per- 
centage which may be levied. This principle requires drastic steeply graduated 
gifts and inheritance taxes, and effective limits on individual net income, 


Federal tares 

“Cooperative tax structure should be revised to prevent tax evasion and tax 
avoidance, to eliminate loopholes, provide tax levies which will stimulate pro- 
duction at capacity, particularly by small business, and deter monopolistic 
practices. This should include tax policies to encourage the distribution of 
income by requiring annual allocation of earnings to stockholders. 

“We oppose the proposed imposition of a general Federal sales tax of manu- 
facturers sales tax, 

“To partially offset the increased and continually rising cost of living we 
recommend that personal exemptions be raised from the present $600 to at least 
$1,000. 

“We abhor an economic or fiscal and monetary policy that condones and abets 
profiteering in time of war. Therefore, we favor continuance and improvement 
of the excess-profits tax that will effectively curb and prevent undue profits 
created by pressure from war or the defense program. 

“We oppose the so-called millionaire constitutional amendment to limit 
income-tax rates to only 25 percent.” 

A statement from the Wisconsin Farmers Union program for 1953—54 is as 
follows: 

“We believe that taxes should be levied according to ability to pay. We are 
opposed to any proposals for either a State or Federal sales tax. 

“We reiterate our former statement that we are opposed to the principal of 
taxing cooperative savings. We shall continue to oppose double taxation of 
patronage refunds. We also oppose the program advocated by the National 
Tax Equality Association to remove the income-tax exemption provision for 
qualified agricultural cooperatives. 

“We favor a continuation of the excess-profits tax after December 1953. In 
the light of corporation earnings, we favor an increase in the excess-profits-tax 
rate. 
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“We favor the elimination or plugging of all loopholes so as to tax income 
derived from present tax-exempt Federal, State, or local securities. 

“We are opposed to the repeal of the State tax on oleomargarine. 

“We favor enactment of a State graduated land tax to prevent the growth of 
corporation farming. 

“We favor restoration of the State surtax on incomes to provide additional 
funds for State aid to rural schools. 

“We take the position that tax money levied for the building of highways 
and roads should be used for this purpose; therefore, we are opposed to any plan 
which would destroy the segregation of highway tax income. 

“We also believe that the income exemptions for personal incomes under 
Federal taxes should be increased in line with increased living costs.” 

The chain reaction of consumer buying that will be set off by an increase 
in personal income-tax exemptions will forestall to a great degree the further 
deterioration to the national economy. It will enable wage earners and farmers 
to inerease standards of living and create additional jobs. The trickle-down 
theory is, we believe, wrong in concept, wrong in equity, and incapable of curing 
our economic ills, 

I shall appreciate your including this letter in the record of your committee. 
Sincerely, 

JaMES G. Parton, President. 


SAMUEL N. AIN & ASSOCIATES, 
New York 5, N. Y., April 9, 1954. 
Hon. Euaeene D. MILLIKIN, 
Chairman, Finance Committee, 
Senate Office Building, Washington 25, D. C. 

Dear SENATOR: At a recent meeting of a large organization of technical people 
devoted to the problems of pension and profit-sharing plans, a panel discussed 
the effect of the H. R. 8300 on our field. The purpose of this organization is 
to serve as a forum for the dissemination of information on matters affecting 
this field. Its bylaws provide that it shall not take any position on legislative 
matters. Therefore, I am writing as an individual, an actuary specializing in 
such plans for 18 years, transmitting the views I expressed as a member of 
the panel. 

In preparing to serve on the panel, I made a detailed study of three of the 
sections of the bill, sections 403, 501 (e), and 505. The possible effects of 
these provisions of the bill, particularly section 501 (e), were so horrifying 
to me that I feel the urgent necessity of bringing these consequences to your 
attention. 

I traced, by example, the effect of the sections on a number of realistic situa- 
tions. While - am confident that my analysis is correct, it is suggested that 
you have these examples (exhibit A) submitted to the Treasury Department 
for its interpretation of the effect of section 501 (e) on the situations presented. 
Alternately, you may wish to send all of my statement (exhibit B) to the 
Treasury for its comments. Your attention is particularly invited to pages 
5 to 18 of this exhibit where marginal references are made to the examples in 
exhibit A. It is my opinion that you will find the results and consequences 
us alarming as I did. 

It should be noted that the examples and views enclosed do not by any 
means call attention to all the anomalies, eccentricities, and undesirable results 
which will be produced. The full effect of this legislation on a technical, dy- 
namic, and growing field, such as that of pension and profit-sharing plans, 
will not be known for some years to come. However, it is very clear to me 
now that the bill in its present form, particularly section 501 (e), opens the 
way to consequences most certainly not in the public interest. I am sure that 
you will agree with me after you have had an opportunity of studying the 
material submitted, and that you and the other members of your committee 
will want to take steps to avoid this unhappy result. 

If I can be of any help to any of the members of your committee on the 
technical matters involved, please feel free to call upon me. 

I am sending a copy of this letter to the other members of your committee. 

Respectfully yours, 
SAMUEL N. Arn, Actuary. 
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Exureir A 
EXAMPLES RELATING TO THE APPLICATION OF SecTiIon 501 (&£)—5Ol (EB) (38) 
NONDISCRIMINATORY CLASSIFICATIONS 


Exrample I.—An employer with 40 regular empioyees seeks to adopt a pension 
plan covering only the 10 highest paid employees who would all be eligible to 
receive full benefits. 

Question. Would the plan not be deemed discriminatory under the key- 
employees test because more than 10 percent of the participants are key 
employees? 

Question. If so, would the plan nevertheless qualify under the exception to the 
key-employees test because of the percentage of regular employees covered? 

Example II.—An employer with a large number of employees seeks to adopt 
a plan providing full benefits to the 1,000 highest paid employees none of whom 
own as much as 10 percent of the company’s stock. 

Question. Wouldn't this plan be nondiscriminatory because under the key- 
employees test the total number of key employees is limited to 100, a result which 
cannot exceed 10 percent of the total group of participants’? 

Question. Is it not true that so long as the plan covered at least 1,000 em- 
ployees, the result of applying the key-employees test to this plan cannot be 
affected by the number of individuals employed, even if the plan covered as 
few as 1,000 of 200,000 employees? 

Erample III,—An employer has 40 regular salaried employees and 200 regu- 
lar wage employees. He wishes to put in a plan covering all salaried employees 
but excluding wage employees. The salaried group includes the highest five 
paid employees. 

Question. Is it not impossible for the employer to cover all salaried employees 
in a plan without having the plan deemed discriminatory under the key 
employees test? 

Question. Is it not true that the employer cannot have recourse to the cover 
age exception to the key-employees test, since 40 salaried employees represent 
less than 25 percent of the total of all regular employees? 

Question. If the wage employees were covered under a separate plan with bene 
fits that are not strictly comparable, would the discrimination tests apply any 
differently to the salaried group? 

Example IV.—An employer considers as regular employees persons with 5 
or more years of service. He has 14 such employees, 8 of whom earn in excess 
of $3,600 a year. He has other employees with less than 5 years of service. 
He puts in a plan covering regular employees earning in excess of $3,600. 

Question. Will this plan be deemed nondiscriminatory under the coverage 
principle even though violating the key-employees test? 

After 1 year of the plan’s existence 3 more employees become regular em- 
ployees by attaining 5 years of service. None of them earn in excess of $3,600. 
The plan then covers 8 employees out of 17 regular employees. 

Question. Does the plan then become discriminatory because the coverage 
principle can no longer be applied (less than 50 percent of the regular employees 
are now participants) ? 

Example V.—An employer has 800 employees with more than 5 years of service, 
200 of whom earn over $3,600, and 300 employees with 1 to 4 years of service, 
50 of whom earn over $3,600. The employer wishes to put in a plan covering 
regular employees earning in excess of $3,600. 

Question. Will the plan be considered discriminatory if it were to cover: 

(a) Employees with 5 or more years of service? 
(b) Employees with 1 or more years of service? 

Example VI.—A company employs 4 persons with 5 or more years of service 
including the principal stockholder and his wife. A plan is instituted covering 
only these latter two persons. 

Question. Will the plan be considered discriminatory ? 

Question. If the only employees with more than 5 years of service were the 
principal stockholder and 1 other person, would it be discriminatory to cover 
just the principal stockholder? 

Question. In the above 2 cases if the benefit is as high as, say, 75 percent of 
salary, will it alter the answers? 

Exzample VII.—A company employes 40 persons including 10 salaried em- 
ployees, 1 of whom is the principal stockholder. Assume that. all the key 
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employees are in the salaried group and that a plan is put into effect covering 
only salaried employees. 

Question. Would the plan be discriminatory if all salaried employees were 
included? 

Question. Would the plan be discriminatory if all salaried employees except 
the principal stockholder were included? 


501 (E) (4) RATIO OF CONTRIBUTION AND BENEFITS 


Deample VIII.—An employer wishes to set up a plan covering all employees 
und providing 25 percent of final pay less primary social security. This plan, 
in effect, would provide no benefit on the first $4,080 of compensation but it would 
provide a benefit of 25 percent of any excess. 

Question. Would these benefits be acceptable under present law? 

Question. Would these benefits be acceptable under this section? 

Question. If such a plan, qualified under the existing law, is amended to 
increase the rate of benefit from 25 percent to 30 percent, will the new benefits 
he acceptable? 

Lxample IX.—An employer wishes to set up a plan covering only employees 
earning in excess of $6,000 a year. The coverage is acceptable under paragraph 
(3) and no other plan exists. 

Question. Are benefits acceptable if the plan provides benefits of : 

(@) 50 percent of that part of compensation in excess of $6,000? 
(b) 50 percent of all compensation? 

Example X.—A single profit-sharing trust qualifies under paragraph (3). The 
plan includes several employees who own 10 percent or more of the stock of the 
corporation. 

Question. Could the contribution during any year be allocated so that the em- 
ployee-shareholders each receive twice the percentage of his salary as any other 
covered employ’e, i. e., if each employee-stockholder receives 20 percent of his 
salary, each other employee will receive 10 percent of his own salary; if each 
employee-stockholder receives 29 percent of his salary, each other employee will 
receive 141%4 percent of his own salary? 

Hrample XI.—A large employer sets up several profit-sharing trusts each of 
which covers the president of the corporation. Each trust qualifies separately 
under paragraph (3). Contributions to each of the trusts are to be allocated 
in a manner satisfying the 75- to 25-percent limitation of paragraph (4) (B). 
The overall contribution to all of the trusts does not exceed 15 percent of the 
aggregate compensation of all the participants. 

Question. Is it possible to allocate to the president in each trust twice the 
percentage of salary allocated to any other employee in that trust? 

Question. By extension of this device would not the percentage credited to the 
president be limited only by the number of trusts established? 





ExuisiT B 


Deductions for employer contributions to a pension, profit-sharing, annuity, 
or stock-bonus plan are now controlled by section 23 (p) of the code. It would 
be replaced by section 403 of the bill. The language of the general rule of 403 
(a) is undoubtedly a tremendous improvement over the tortuous language of 
the general rule of section 23 (p) which became notoriously symbolic of govern- 
mental gobbledegook in a presidential campaign. 

The limitation on deductions for contributions to a pension or annuity plan, 
now controlled by clauses (i), (ii), (iii), and (iv) of section 23 (p) (1) (A), 
would be controlled by subparagraphs (A), (B), (C), and (D) of section 40% 
(a) (1). The 5-percent limitation in clause (i) of the present code would be 
changed to 10 percent. The reference to periodic examinations by the Com- 
missioner at not less than 5-year intervals would be removed. A provision has 
been added that where the past service cost with respect to the benefits of some 
employees has been fully funded and deducted, the limitation with respect to 
these employees, is the normal cost of their benefits. In order to determine 
when past service has been fully funded, separate calculations will have to be 
made with respect to individual or groups of employees only where different 
rates or types of benefits apply or where the nominal rates of benefits are subject 
to being offset by benefits under some other plan or program. The committee 
report tries to explain this with the example of a plan involving social-security 
offsets under which some employees’ benefits will be completely wiped out by 
the offset, in which case, it says, no deduction will be allowable with respect 
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to these employees. The reference to special calculations must go far beyond 
this rather obvious example. Suppose the past-service liability with respect 
to some employees is very small but in excess of zero, and 10 percent of their 
compensation will completely wipe out their past service liability in 1 year. 
On the other hand the past-service liability with respect to other employees 
remains substantial. It would seem to me that the language referred to con- 
templates the elimination, at least in subsequent years, of the compensation of 
the employees with respect to whom the past service has been wiped out. This 
provision is open to such strict interpretation that it could require almost indi- 
vidual calculations in some instances. 

Let us consider the possible interpretation of this provision in a case where 
benefits are 1 percent of the first $3,600 and 2 percent on the excess. The Com- 
missioner could say that the actual contributions with respect to those employees 
earning $3,600 or less and those employees who are earning in excess of $3,600 
are to be determined separately each year, and that the earnings on the assets 
with respect to each of these groups of employees are to be maintained separately 
so that a computation can be made to determine whether there is any unfunded 
past service cost with respect to the lower paid employees who receive 1 percent 
benefits only. When an unfunded past service cost no longer exists, their com- 
pensation must be eliminated in determining the 10-percent limitation on con- 
tributions under paragraph (A). I do not think that the reference in this 
subparagraph to separate computations would give the taxpayer the opportunity 
of determining how the contributions are to be allocated for the purpose of 
making the determinations as to when the past-service cost of individual groups 
has been fully funded. Think of the case where an employer with a group 
annuity plan of an offset type or a group annuity plan with different rates or 
types of benefits wishes to claim his contributions under paragraph (A). The 
insurance company generally funds the past-service cost of those closest to retire- 
ment first. The insurance company will need to make additional calculations with 
respect to different groups of employees, or even individual employees, in order to 
determine when the past service cost for these groups has been fully funded. 
Only then can the employer fix his limitation on contributions by adding the 
normal cost for benefits for these groups to 10 percent of the compensation of 
the remaining participants, In such instances the record work and the compu- 
tations might very well become quite detailed and cumbersome. In other instances 
it will be very simple. 

Why has this complication been added? When the deductions under clause 
(i) are liberalized from 5 percent of compensation to 10 percent of compensation, 
the door is opened to much tax abuse. If the abuse is to be limited in extreme 
cases, such a compensating provision is necessary. The writing of suitable 
regulations for this subparagraph will take much patience, forbearance, and 
wisdom over a period of several years. 

What is the purpose of increasing the limitations on deductions to pension 
plans? Is it to correct an inequity existing among employees who have pension 
plans? If this were the case, or if it is believed that the employers need a 
greater leeway in what they can contribute to bring the plan up to a fully 
funded basis as early as possible, then, as all of you who are familiar with the 
technicalities of costs and funding know, the logical place to permit greater 
deductions would be in the existing clause (iii) of section 23 (p) (1) (A) which 
it is proposed to replace with subparagraph (C). This could readily be done there 
by increasing the limitation on contributions toward past service from 10 percent 
of the past service base to some higher percentage. 

Perhaps the purpose of increasing the limitation is to encourage the establish- 
ment of more pension plans. This, to my mind, is not the way for the Federal 
Government to encourage the establishment of sound pension plans. If this 
proposal is effective in encouraging the establishment of pension plans it is more 
likely to foster the establishment of unsound pension plans because the employer 
who looks for a method of funding unrelated to actual cost, which is the prin 
ciple of paragraph (A), is more apt to adopt a plan which he cannot reasonably 
support over 4 long period of time. 

Subparagraph (B) is the same as present clause (ii). 

Subparagraph (C) is substantially the same as the present clause (iii) and 
establishes a limitation of the normal cost of the plan plus 10 percent of the 
unfunded cost. However, in lieu of the use of the unfunded cost as of the estab- 
lishment of the plan as the base, this paragraph provides for the use of the 
unfunded cost as of the beginning of the current year plus all payments in prior 
years in excess of the total normal costs for those years. It thus is very similar 
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to the use of the special 10 percent base as described in the bulletin on section 
23 (p) (1) (A) and (B), except that it includes interest on unfunded portions 
of the past service cost. I cannot support this change from the special 10 per- 
cent base on theoretical grounds. It is interesting to note that it will have the 
effect of granting a larger 10-percent base to taxpayers whose liquidation of the 
past service is spread out over a longer period of time. Also, depending upon 
the regulations there authorized, it could mathematically result in a smaller 
contribution than under clause (iii). 

Subparagraph (C) does not explicitly state that the part of the limitation due 
to contributions toward past service will be eliminated when the past service 
cost has been fully funded. Perhaps support can be found for this in the general 
rule that the deductions must satisfy the expense provisions of sections 212 
or 162. Perhaps support could also be found in the last sentence of (C) which 
reads “Any increase in costs resulting from an amendment to the plan made after 
the year of its establishment must be treated as though provided under a dis- 
tinct supplemental plan, except that all increases resulting from amendments 
made in 1 taxable year of the employer may be treated collectively as though 
resulting from one amendment.” If the Commissioner cannot eliminate the 10 
percent after the prior service cost has been fully funded this last sentence means 
nothing. In any event it would certainly be better to have this point clearly 
explained. 

Subparagraph (D) of section 403 is the same as clause (iv) of the code and 
leaves any questions with regard to the operation of that provision unanswered. 

Paragraph (2) introduces no change. 

Paragraph (3) is to replace the existing subparagraph (c) with respect to the 
limit on deductions on account of contributions to a profit-sharing plan. Under 
(3) (A) it now becomes possible for an employer with a profit-sharing plan to buy 
retirement annuities directly without going through a trust. I must admit that I 
cannot see that this would be a particularly practical device. 

Paragraph (3) (B) introduces a new concept which applies to a corporation 
which is a member of a group eligible to file a consolidated tax return. The group 
has a common profit-sharing plan. If the corporation has neither profits nor 
surplus but another member of the group has, these profits or surplus may be used 
for the benefit of the employees of the first corporation. Members with profits will 
then contribute (and take deductions for their contributions) in the proportion 
that their profits and surplus bear to the profits and surplus of the combined 
group. I think this is a desirable provision although the language reminds one of 
the present general rule in section 23 (p) (1). 

Section 403 (a) (8) (C) starts off with “the term ‘stock bonus or profit-sharing 
plan,’ ‘profit-sharing plan,’ and ‘plan,’ as used in this paragraph, shall not include 
any plan or part thereof under which contributions are not paid into a trust or to- 
ward the purchase of retirement annuities * * *.” The rest of the subparagraph 
is in the present code. It seems to me that the purpose of the quoted provision is 
to prevent the contribution into a trust from being based upon the compensation 
of employees who are considered part of a profit-sharing plan under 501 (e) but 
whose benefit is paid in cash. 

Section 23 (p) (1) (EB) of the code gives an accrual-basis taxpayer 60 days after 
the close of the taxable year in which payment must be made in order to be deemed 
made in the year of accrual. Section 403 (a) (6) extends the 60 days to the 
time prescribed by law for filing the tax return, including extensions allowed. 
This should be particularly helpful to a taxpayer who can have a qualified profit- 
sharing plan without a definite formula. 

Subparagraph (7) is intended to replace 23 (p) (1) (F) and contains the 
Same anomaly, namely, that you can have a greater deduction under a pension 
plan alone than under a pension plan and profit-sharing plan combined. 

In summary, then, how does section 4083 (a) of the bill, excluding paragraph 
(5), compare with section 23 (p) (1) of the code? It adds some flexibility in 
the case of a profit-sharing plan of an affiliated group. Otherwise, it complicates 
Se provisions and makes them a little less logical with no overall beneficial 
effect. 

Section 501 (e) of the bill describes the characteristics required of pension, 
profit-sharing, or stock-bonus trusts organized in the United States in order 
that they be exempt under 501 (a). The characteristics are described in four 
paragraphs. The first two paragraphs can be considered to be the same as the 
first two paragraphs in the existing section 165 (a). They require that there 
be a plan providing for the distribution of the corpus and income of the trust 
and that there be a statement that the assets cannot be diverted to purposes other 
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than for the exclusive benefit of employees or beneficiaries. Paragraph (3) 
says that the classification of covered employees must be nondiscriminatory 
and sets forth the rules for determining whether they are nondiscriminatory. 
Paragraph (4) sets forth the permissible allocation of contributions or crediting 
of benefits among participants. 

The rules set forth in paragraph (3) may be summarized as follows: The 
plan will be considered discriminatory only if: 

(a) More than 30 percent of the contributions under the plan are used to 
provide benefits for shareholders who own directly or indirectly 10 percent of 
voting stoek ; or 

(b) More than 10 percent of the participants are key employees. Key em- 
ployees are defined as the employees who are within the highest paid 10 percent 
of all regular employees, but not more than a total of 100. 

Except, that even if the classification falls into one of these two categories 
of discriminatory plans, it is deemed nondisecriminatory if a sufficiently high 
percentage of regular employees participate in the plan. These percentages 
work out so that if there are: 

Less than 20 regular employees, 50 percent will have to participate; 20 to 40 
regular employees, 10 employees will have to participate; more than 40 regular 
employees, 25 percent will have to participate. 

Regular employees are all employees of the employer excluding those not em- 
ployed for the minimum period prescribed in the plan, not exceeding 5 years, 
employees whose customary employment is for not more than 20 hours in 1 
week or not more than 5 months in any calendar year. 

Participants are those employees included in the classification of participants 
who, if they remained employees at their current rate of compensation until 
normal retirement age, would be entitled to full benefits under the plan. 

If you have read paragraph 3 rather hurriedly you may feel that I have 
omitted a very important part, namely the 6 enumerated classes of employees 
which may be covered. If you read it more closely, you will see that nothing 
follows from the enumeration and whether your group is one that falls within 
or without the enumerated classes, it will be acceptable, provided it complies 
with the rules. 

T would like to illustrate the rules with some examples. 

Example 1: Employer A has 40 regular employees. He adopts a plan to cover 
the 10 highest paid of the 40. The group has 4 key employees (10 percent of 
40) and all 4 are in the plan. Regardless of how the plan works out on the 30 
percent rule, it discriminates according to the 10 percent key employee rule, 
because more than 10 percent of the participants are key employees. However, 
it complies with the percentage of covered employees rule and is therefore 
deemed nondiscriminatory as to coverage. 

Example 2: Employer B has 10,000 regular employees. He adopts a plan 
providing full benefits to the 1,000 highest paid employees. This plan will almost 
certainly not discriminate under the 30 percent rule and cannot discriminate 
under the key employee rule because there cannot be more than 100 key em- 
ployees so that not more than 10 percent of participants will be key employees. 
The plan therefore is deemed nondiscriminatory as to coverage, without any 
necessity of applying the coverage rule to determine that at least 25 percent 
of the regular employees are participants. Similarly, any group as large as 
1,000 will qualify. 

Example 3: Employer C has 20 salaried employees and 100 wage employees. 
He wants a plan for all the wage employees. This plan will be nondiscriminatory 
under the 30 percent rule as well as under the 10 percent rule. It will also 
qualify under the percentage of coverage rule. 

As example 4, let us use the same hypothetical situation as in example 1 under 
which an employer had 40 regular salaried employees, 10 of whom were covered 
in a plan which is nondiscriminatory under the rules, but, add the fact that 
the employer has 200 regular wage employees—a total of 240 regular employees 
of whom 24 are key employees. Here he cannot set up a plan to cover the 10 top 
employees. In fact he cannot set up a plan to cover all salaried employees 
because he will come up against the key employee rule since now more than 10 
percent of the participants will be key employees, and he will come up against 
the percentage of coverage rule since 40 is less than 25 percent of 240. Suppose 
the wage employees are unionized and do not wish to come into the plan. This 
employer is in a straitjacket and cannot adopt any plan for his salaried em- 
ployees. ‘Thus we see that under example 1, an employer can pick and choose 
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one-fourth of all his employees—by name if you wish—whereas in example 4, 
a very reasonable employer cannot adopt any plan. 

Example 5: Is that of an employer who has 14 regular employees (with more 
than 5 years of service), 8 of whom earn in excess of $3,600. He also has 
employees with less than 5 years of service. He adopts a plan covering employees 
with 5 or more years of service who earn over $3,600. ‘This plan would qualify 
under the percentage of coverage rule. After the plan is in existence for 1 
year, 8 additional employees complete 5 years of service and are therefore 
regular employees under the rules but are not participants because they earn 
less than $3,600. The plan now covers 8 regular employees out of 17 and ceases 
to qualify. (The tests for discrimination thus go into the fourth dimension 
with time as the additional variable and what qualifies today may not qualify 
tomorrow.) 

Consider example 6, a modification of 5: An employer has 800 employees with 
more than 5 years of service, 200 of whom earn over $3,600 and 300 employees 
with 1 to 4 years of service, 50 of whom earn over $3,600. He wants to adopt 
a plan providing uniform benefits on compensation over $3,600. If he covers 
employees with 5 or more years of service, he will have 200 out of 800 and there- 
fore it will be deemed to be nondiscriminatory, but if he wishes to cover em- 
ployees with 1 or more years of service he will be covering 250 out of 1,100 
regular employees and it will discriminate. (Bear in mind that regular em- 
ployees in this case would include all employees with more than 1 year of service 
if the plan covers some employees with 1 or more years of service.) Thus we 
see by making the plan broader in a manner most people would consider non- 
discriminatory, a nondiscriminatory plan becomes discriminatory. 

Perhaps more in line with what the bill was intended to cover, is example 7. 
that of an employer with four employees including the principal stockholder and 
his wife. A plan covering just these two top employees will qualify as a non- 
discriminatory plan from the standpoint of coverage because 50 percent of the 
regular employees are participants. 

Example 8: Let us consider the case of a corporation which employs 40 per- 
sons including 10 salaried employees 1 of whom is the principal stockholder. 
If the corporation wishes to set up a plan covering all 10 salaried employees the 
plan will be nondiscriminatory as to coverage, even though violating the key- 
man rule, since it just satisfies the requirement that 25 percent of the employees 
be participants. However, if it is desired to cover only salaried employees un- 
der the plan but exclude the principal stockholder, the p!an will be discriminatory 
because it still violates the key-man rule and can no longer avail itself of the 
25 percent participation exception from that rule. Thus we see that the effect 
of removing the principal stockholder from a plan is to convert it from an accept- 
able one to one which will be deemed discriminatory. 

At this point I would like to refer you once more to the definition of partici- 
pants as those employees included in the classification of participants who, if 
they remained employees at their current rate of compensation until normal re- 
tirement age, would be entitled to full benefits under the plan. Note the word 
“full.” It would thus seem that if you are using a step-rate plan, like 1 percent 
on the first $X, plus 2 percent on the excess, you cannot include in your partici- 
pants, for testing nondiscrimination of coverage, those employees making $X or 
less. I have not attempted to explore the ramifications introduced by this word, 
but it is worthy of careful consideration, inasmuch as it seems likely that an 
effort will be made to qualify many plans under the coverage exclusion principle 
rather than under the dual tests laid down by the 30 percent stockholder and 10 
percent key-man rules. 

By the way, two employers in the same industry competing in the same labor 
market could not necessarily adopt the same plan because what under the rules 
is nondiscriminatory for one may be discriminatory for the other. 

Paragraph (4) sets forth the measure of acceptability in benefits. In a pen- 
sion plan the benefits are acceptable if the contributions or benefits of or on 
behalf of employees under the plan do not bear a higher ratio to compensation 
for any covered employee than for any other covered employee whose compen- 
sation is lower, except that the first $4,000 of annual compensation may be 
disregarded. 

Assuming, then, that you have a suitable coverage classification, you can 
provide benefits in any amount on compensation in excess of $4,000 a year. For 
example, you can provide nothing on the first $4,000 and 75 percent of compensa- 
tion in excess of $4,000. Similarly you could provide nothing on the first $3,000 
and anything at all on the excess, or 1 percent per year of service on compensa- 
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tion between $3,000 and $4,000, and 2 percent per year of service on compensation 
in excess of $4,000. 

You could not eliminate benefits on the first $4,500 and provide 24 percent on 
compensation in excess of $4,500 as you probably could under existing integra- 
tion rules. On the other hand, if you have a suitable coverage classification, you 
could cover only employees earning over $5,000 and give them full benefits start- 
ing at $4,000, or even starting at $1, so that an employee earning $5,000 will get 
no benefit and an employee earning $5,001 will get substantial benefits, e. g., 
$8,000 a year. Such a classification would be acceptable under the bill. 

The $4,000 exclusion provision would introduce no problem into many of the 
popular type plans but will introduce serious problems as well as encourage dis- 
crimination in others. 

As example 9, consider a plan providing benefits of 25 percent of final pay 
less primary social security. At $4,000 the social security amounts to $1,020 
a year, which is more than 25 percent of pay, so that a $4,000 man would get 
no benefit under the plan. This plan would not be acceptable because it pro- 
vides less under the plan at $4,080 on the $80 in excess of $4,000 than at $4,100 
on the $100 in excess of $4,000. As you know, under the existing rules the plan 
would be considered nondiscriminatory. On the other hand, the plan that 
provided nothing to employees earning less than $6,000 and 50 percent, starting 
at the first dollar of income, to employees earning in excess of $6,000 would be 
definitely discriminatory under the existing rules. Until 1941 the most dis 
criminatory plan I saw was of this type, but not so flagrant. It provided nothing 
to employees earning less than $3,000, but employees who earned $3,000 imme- 
diately started off with very substantial benefits. And it was plans of this latter 
type which brought about, in my opinion, the limitations of section 165 (a). 

If the proposed social security bill becomes law, benefits and contributions 
under social security would be based on the first $4,200 of income. However, 
under the bill you could not provide for benefits on compensation in excess of 
$4,200 only. 

Under the bill there would be no means of taking employee contributions into 
account in testing acceptability. A plan providing for no contributions on com- 
pensation under $5,000 and 5 percent on compensation in excess of $5,000 with 
benefits of 1 percent per year of service on compensation between $4,000 and $5,000 
and 1% percent per year of service on compensation in excess of $5,000 would not 
be acceptable because you look at benefits only and at the $5,000 level the ratio of 
benefits to compensation in excess of $4,000 is greater than at $4,500. Under the 
present law this plan could be considered nondiscriminatory. On the other hand 
in example 10 where benefits are 1 percent per year of service on all compensation 
in excess of $4,000 and contributions 5 percent on compensation between $4,000 
and $20,000 with no contributions on compensation in excess of $20,000, the 
benefits would be deemed acceptable under the bill but discriminatory under the 
present law because higher paid employees get the same benefits for smaller 
contributions. It may be noted that this latter situation is not likely to be found 
in undisguised form but methods of disguising it can readily be suggested. 

I indicated before that a plan providing for no benefit on the first $4,200 or $5,000 
and a benefit on the excess would not be acceptable. This may be a general rule 
but there are exceptions. Consider as example 11 an employer who has 4 em- 
ployees, 2 of whom earn $12,000 and 2 earn $8,000. He wants a plan providing 
for 20 percent on compensation between $4,000 and $8,000 and 40 percent of the 
excess. This would appear not to be acceptable under paragraph (4). On the 
other hand, the employer could establish 2 plans, 1 covering the 2 top people and 
the other covering the other 2. Each of the plans would qualify separately under 
paragraphs (3) and (4), and paragraph (4) says “‘Any classification which meets 
the requirements of paragraph (3) of this subsection shall be considered sep- 
arately in the application of this paragraph.” Under the bill this plan would 
therefore be acceptable. 

Before we leave subparagraph (A) I would like to mention another type of 
plan which would be deemed acceptable as to benefits, i. e. zero percent on first 
$3,000, 1 percent per year of service on the next $2,000. and 2 percent per year of 
service on compensation in excess of $5,000. First .% can disregard compensa- 
tion under $4,000. An employee earning between $4,000 and $5,000 will get at 
least 2 percent on his compensation in excess of $4,000 because he gets the 1 per- 
cent on the compensation between $3,000 and $4,000 as well as 1 percent on the 
compensation in excess of $4,000. Participants therefore can be said to get at 
least 2 percent on the compensation between $4,000 and $5,000 and 2 percent on 
the excess. The plan would therefore qualify. 
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I would like to spend another minute on the type of plan permitted by the bill 
providing for coverage of all employees earning in excess of $5,000 a year in 
which employees making $5,000 a year or less receive no benefits under the plan, 
but employees earning a cent more will get benefits of 50 percent of pay or $2,500 
a year. The present law prohibits this sort of thing on the grounds that dis- 
crimination exists as between the $5,000-a-year employee and the employee 
making $5,000.01. In my opinion this plan is undesirable. It tends to create 
deep and wide cleavages between groups of employees. You might say it is the 
employer’s money and therefore up to the employer to determine the pattern that 
his plan is to take. We don't want Government interference and while this may 
be an unwise thing to do you can’t distribute wisdom by legislation. Perhaps so, 
but the Government does grant tax advantages and it seems to me that those 
advantages should be limited to desirable plans. Moreover, the proponents of 
the bill cannot escape the criticism with such a disclaimer because if we look at 
the profit-sharing provisions we see not only that this thing is permitted, but 
there is no alternative. If you cover employees earning in excess of $5,000 a 
year in a profit-sharing plan and the plan provides for contributions of 15 per- 
cent of compensation, in a year that profits are available the $5,000-a-year 
employee will of course get nothing while the employee earning $5,000.01 a year 
will get $750. Paragraph 4 (B) of the section 501 (e) is very clear on this 
point. Profit-sharing distributions must be based on compensation starting at 
the first dollar for covered employees regardless of who is excluded. 

The rule for allocations under a profit-sharing plan is described in subpara- 
graph (B) or paragraph (4). This rule provides that at least three-quarters 
of each year’s contribution (as well as all forfeitures) must be allocated so 
that the raito of allocations to compensation be no greater for any covered em- 
ployee than for a lower-paid covered employee. The balance (which would be 
no more than one-quarter of each year’s contribution) can be allocated in any 
manner at all, on a pick and choose basis if you wish, so long as the radio of 
total allocation to compensation for any covered employee be no more than two 
times the ratio for any lower paid covered employee. 

A profit-sharing plan that allocates contributions on the basis of compensation 
only would, of course, qualify. As for the three-fourths of the total contribution 
there does not seem to be any room for an allocation formula involving years of 
service. Similarly, as for the three-fourths of contribution there does not seem 
to be any room for an allocation based on the amount of employees’ contribu- 
tions as under a thrift plan. Of course, the one-quarter can be allocated in any 
way as long as no employee gets a percentage allocation more than twice any 
other participant. This one-fourth may or may not give you the necessary elbow 
room to adopt the type of plan you could at present. Also, at present you can 
integrate a profit-sharing plan with social security so that if you have no other 
oualified deferred compensation plan you could adopt a profit-sharing plan which 
would provide no allocations on the first $3,600 of compensation and up to 9% 
rercent on compensation in excess of $3,600. Under the proposed rule this would 
not be possible. 

Because one-quarter of the pie can be divided any way the employer chooses 
(with the limitation factor of 2) there is very substantial room for discrimina- 
tion, in the old-fashioned sense, in favor of shareholders and highly paid. There 
is, of course, no reason why the shareholders cannot each get 29 percent of pay 
and all other employees 1414 percent of pay. It cannot be denied that there 
are advantages in giving the employer an opportunity of rewarding individual 
accomplishment by higher deferred profit-sharing distributions. But also con- 
sider the opportunities it affords for discriminatory practices. 

It seems to me that under the bill there is room for almost unlimited discrimina- 
tion in this area, i. e., not even limited to a factor of 2. This could be done by 
a large employer who sets up a series of trusts. For example, trust 1 would cover 
all employees in division 1, plus the president: trust 2 would cover all employees 
in division 2, plus the president; trust 3 would cover all employees in division 3, 
plus the president. In this way, with 3 trusts, the president would get a total 
annual allocation of 6 times the percentage of anyone else, i. e., he could get 87 
percent of his salary, against 1414 percent for anyone else. The bill says that 
the 15-percent limitation on contributions also applies to the compensation of all 
covered employees in all plans but does not seem to prevent this abuse as to 
benefits. 

On the use of compensations other than basic or regular compensation as a 
basis for benefits, the bill would allow less leeway than is currently permitted. 
It would permit total compensation only if the total compensation is determined 


sc ana) i INI nt ES ion re: Ses i 


ee 


1a SON 


ati ae gas 


noe 


wah’. 


had peers arate ie 





Ninh 3 le RE a rs ne ict ati: ileal 


SOMO bine eal 










































INTERNAL REVENUE CODE OF 1954 705 


under a definite formula. Total compensation has, to my knowledge, always been 
permitted if it is determined under a formula, and frequently a much more liberal 
policy has been permitted, depending upon individual circumstances. 

I would like to refer briefly to the problem of the union-sponsored multi- 
employer plan for the benefit of workers represented by the union. As you know, 
hundreds of such plans have been adopted, and an increasing number of workers 
are relying on such plans to fill out their retirement programs. The Internal 
Revenue Service has in the past read into section 165 (a) the authorization for 
qualification of such plans. Certainly section 165 (a) does not lend itself readily 
to this interpretation. Many attorneys feel that it cannot ever be strained to give 
the necessary interpretation in certain instances. Thus, in rewriting the code 
there is the opportunity of adequately taking care of this problem. The drafters 
of the bill referred to the problem in the committee report but did not deal with 
it in the bill itself. The report states that such plans will continue to qualify 
as employee plans. There may be serious questions whether the opinions ex- 
pressed in a committee report are to be deemed as approved by all the Members 
of Congress who vote for the bill and by the President who signs it. Would it 
not be better to give adequate consideration to this important problem in the 
bill itself. 

What is the effect of the proposed changes to the requirement of qualification 
of pensions and profit-sharing plans? The prohibition against discrimination, 
which is the keystone of 165 (a), has been eliminated. The adjective “discrimina- 
tory” can still be found in the bill and the report, but it has acquired new mean- 
ing. As a result of the arbitrary rules there set forth, a plan established uni- 
laterally by an employer to cover all employees whom he can legally cover 
(namely those employees not represented by a collective-bargaining agent) is 
deemed discriminatory even when no stockholders are to be covered; a plan 
intended to provide nominal benefits (perhaps less than under social security) 
to persons earning in excess of $3,600 is deemed discriminatory; a plan which 
does not discriminate today may automatically be discriminatory tomorrow hbe- 
cause of normal happenings which do not remotely affect discrimination. The 
addition of relatively low-paid employees on a uniform basis to a nondiscrimina- 
tory plan will make it discriminatory, while the addition of a high-paid employee 
who is a sole stockholder will make a discriminatory plan nondiscriminatory. 
A plan whose participants have been selected on a name basis is automatically 
approved and a bona fide plan covering all the employees that the employer can 
cover is discriminatory. A plan providing no benefits to some employees and 
providing disproportionate benefits to others is approved. * * * What can we 
expect if these provisions should become law? The extreme cases which will 
be established under the encouragement of these provisions will become national 
scandals which might very well engulf the entire field of pensions and profit- 
sharing and bring it into disrepute. Asa result some later Congress will be forced 
into a position of adopting legislation much more stringent than that existing 
today. 





STATEMENT SuRMITTED By A. FE. SHArpe, Vick PrRestpent CALtrorNIA Texas On 
Co., Lrp., New Yorx 17, N. Y., oN RecoMMENDED AMENDMENT OF SEcTION 
402 (a) (3) (ii) AND Section 505 (b) (1) or H. R. 8300 


For the reasons set forth below, we respectfully recommend the following two 
technical amendments to H. R. 8300: 

(1) In section 402 (a) (3) (ii) change the parenthetical reference from 
section 421 to section 505; and 

(2) In section 505 (b) (1) change the phrase “more than 50 percent” 
to “50 percent or more.” 

California Texas Oil Co., Ltd. (hereinafter referred to as Caltex) is a cor- 
poration the beneficial ownership of which rests equally with Standard Oil 
Co. of California and the Texas Co. The practice under which two corporations 
hold equal half interests in a subsidiary so as to operate as genuine partners 
rather than with one having greater control and power than the other is be- 
coming increasingly widespread. The practice has many desirable business 
advantages. 

Caltex has an employees savings plan and an incentive compensation plan 
each of which is qualified under section 165 (a) of the Internal Revenue Code as 
a nondiscriminatory profit-sharing or stock-bonus plan. Pursuant to these plans, 
contributions are made to a trustee and are invested in the common stock of the 
parents. 
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Although such plans qualify under section 165 (a), the provisions of section 
165 (b), which defer the taxation of the unrealized appreciation on the dis- 
tribution of the securities of the employer corporation, are not applicable be- 
cause of the reference in section 165 (b) to section 130A. This latter section, 
which deals with so-called restricted stock options, defines the term “parent 
corporation” as one owning “more than 50 percent of the * * * stock’’ of the 
employer corporation. As a result of this definition, the employees participating 
in the Caltex plans and their beneficiaries are taxable in the year of distribution 
on the unrealized appreciation in the securities of the two parent companies 
received under the plans solely because each of the parents owns exactly 50 
percent of the stock of Caltex rather than either one of the parents owning 
“more than” 50 percent. 

H. R. 8800 as passed by the House of Representatives would not only per- 
petuate this discrimination, but would actually compound it by disqualifying a 
trust in which the assets are invested in securities of the parent corporations 
no one of which owns “more than” 50 percent of the stock of the employer. 

Section 402 (a) of H. R. 8300, like section 165 (b) of the code, proposes to 
defer the taxation of the unrealized appreciation in securities of the employer 
corporation distributed by qualified pension, profit-sharing and stock-bonus plans. 
Like its predecessor, section 402 (a) (3) defines securities of the employer cor- 
poration by reference to section 421, which deals with restricted stock options. 
Mnlike the existing code, however, H. R. 8300 contains an entirely new section 
(sec. 505) dealing with allowable investments for employees’ trusts. This sec- 
tion, which would be specifically applicable only to such trusts, includes a 
definition of securities of the employer and securities of a parent corporation or 
a subsidiary corporation of such employer. We submit that the definition bv 
reference in section 402 (a) (8) (ii), dealing with qualified employees trusts, 
should he to section 505, which likewise deals with such trusts, and not to section 
421, which deals with stock options. This is desirable not only in the interests 
of clear draftsmanship but also because policy consideration affecting em- 
ployees’ trusts may, either now or later, be quite different from those affecting 
restricted stock options. 

Assuming that the reference in section 402 (a) (8) (ii) will be changed 
from section 421 to section 505, we further recommend that the definition of 
parent corporation in section 505 (b) (1) be changed to cover the situation 
where an employer corporation is owned 50 percent by each of 2 parent cor- 
porations. This would merely require changing the phrase “more than 50 
percent” to “50 percent or more.” 

This change is necessary in order to permit the continued operation of plans 
such as our employees savings plan and our incentive compensation plan. We 
understand that Caltex is by no means the only company that is owned equally 
by 2 parent corporations and that our plans are not the only qualified pension, 
profit-sharing or stock-honus plans in which the trustee is required or permitted 
to invest equally in the securities of the 2 parent companies. 

We know of no reason why an employer corporation owned equally by 2 
parents should be denied the right to continue qualified employees’ plans and 
why the employees participating in such plans should continue to be denied 
the right to defer the tax on the unrealized appreciation in the securities of 
such parents distributed by the trust when an identical plan of an employer 
owned bv 1 parent would receive this preferred tax treatment The changes 
in H. R. 8800 recommended herein would remove an existing unreasonable dis- 
crimination and would prevent a further extension of such discriminatory 
treatment without adversely affecting the revenues. 

It mav be noted that the “50 percent or more” stock-ownership princinle is 
recognized in section 181 (f) (2) of the present Internal Revenue Code and 
section 902 (b) of H. R. 8300 relating to foreign tax credits for corporate stock- 
holders in foreign corporations. The changes recommended herein would follow 
this precedent. 





STATEMENT RY Cri J. C. Quinn, CHATRMAN or TAX COMMITTEE, IN BEHALF OF 
NATIONAL ASSOCIATION OF INVESTMENT CoMPANTES Brerore THE SENATE FINANCE 
COMMITTEE 


The National Association of Investment Companies respectfully proposes to 
the committee a technical amendment to Internal Revenue Code section 362 (b) 
(7) (sec. 852 (bh) (8) (C) of H. R. 8800) concerning the method of distribution 





Sailr tirade ee. 


INTERNAL REVENUE CODE OF 1954 707 


of capital gain dividends by regulated investment companies to their share- 
holders. 

The proposed amendment would involve no loss of revenue to the Treasury, 
but is one of great importance in the administration of the companies. 

Regulated investment companies obtain funds from the public sale of their 
shares and then invest these funds in a diversified list of stocks and bonds of 
corporate enterprises. They are designed to afford to a large number of in- 
dividuals of moderate means an opportunity to pool their investment funds so 
as to secure diversification of risk and experienced investment management. 
The companies now have total assets of about $5 billion, but the average value 
of each stockholder’s investment is only about $3,000. The companies are sub- 
ject to regulation by the Securities and Exchange Commission under the In- 
vestment Company Act of 1940. 

Because regulated investment companies represent an intermediate corporate 
layer betwen the investor and the operating business corporation and thus in- 
volve the possibility of triple (rather than the usual double) taxation of cor- 
porate income, the code for many years has contained special provisions relat- 
ing to the taxation of these companies and their shareholders. Briefly sum- 
marized, it provides that if the regulated investment company distributes to its 
shareholders at least 90 percent of its ordinary net income the company then is 
not taxed on the income so distributed, but it is taxed currently to the share- 
holders. In practice the companies have distributed 100 percent of their ordinary 
income. 

The statute does not require that the companies distribute their !ong-term 
capital gains. It provides that if such gains are not distributed, the company 
must pay capital gains tax of 25 percent on them: but if the gains are distributed 
the company pays no capital gains tax and the shareholders include the distribu- 
tions in their individual returns as long-term capital gains. Since the large 
majority of shareholders pay an effective rate of tax on capital gains much lower 
than 25 percent, the result is that because of the need to offer the shareholder so 
far as possible a tax position similar to that which he would have if he invested 
directly, the companies have generally distributed to shareholders all their net 
realized long-term capital gains. This is done for the further reason that if the 
gains are retained hy the investment company they may be reflected in the 
market value of the investment company’s shares and produce a second capital 
gains tax whenever the shareholder sells his investment company stock. 

Since these provisions of the statute took their present form in 1942, the level 
of stock-market prices has more than doubled, with the result that a large part 
of the current value of many of the companies is represented by appreciation in 
securities which if sold by them will result in capital gains. Under the present 
provisions of the code a major turnover in the investment company portfolio 
could create a need for distributing to shareholders in the form of a capital gain 
dividend a large proportion of the company’s assets. While in certain companies 
and in certain situations the distribution of capital gains in cash dividends to 
shareholders may be appropriate, particularly where they are not large in amount, 
nonetheless in other companies and in other situations it may be quite inadvis 
able and inappropriate for the following reasons, among others: 

(1) There is a tendency among stockholders to assume erroneously that capital 
gain dividends represent recurring spendable income like ordinary dividends, 
rather than a part of their capital fund at work as would be the case with capital 
gains if the stockholders invested directly in the operating business corporations. 

(2) Misapprehension as to the nature of a cash capital gain dividend may 
produce a false stimulus to market demand for the investment company stock. 
This has already lead the National Association of Securities Dealers to warn 
against investment company stock salesmen placing improper reliance upon 
eapital gain dividends in soliciting purchasers for the stock. Actually distribu- 
tion of realized gains will lead to a reduction in future dividends from the invest- 
ment company because there will be a smaller fund at work in the investment 
company. 

(3) Capital gains should be retained to offset the inevitable capital losses of 
subsequent years. To disburse all gains without reserving for losses which may 
occur in later years is obviously unsound. 

(4) A number of investment companies have outstanding debentures and pre 
ferred stock. These companies should not distribute to shareholders large 
amounts of capital gains and thus weaken the position of the senior securities, 

(5) In the only court decisions to date capital gain dividends paid ‘to estates 
and trusts have been held to be income, distributable by the executor or trustee 
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to the income beneficiary, rather than principal to be held for remaindermen. 
Since capital gains realized by an executor or trustee on direct investments of 
the trust funds would normally be held in principal, the need for distributing 
to income beneficiaries capital gain dividends received on investment company 
shares creates an obstacle to the investment of fiduciary funds in investment com- 
panies since it makes the investment company shares a wasting asset for the 
estate or trust. 

(6) Since the problems attendant upon capital gain dividends do not exist 
if the investment company leaves the gains in unrealized form, the current situa- 
tion may tend to discourage management from making substantial changes in 
the investment portfolio and thus the interest of the shareholders may be 
adversely affected. 

Some of the open-end investment companies—i. e., those companies which are 
under a legal obligation to buy back from the shareholders their stock at any 
time at approximately the current asset value—have endeavored to meet these 
troublesome problems in part by paying capital gains dividends either in stock 
of the company or in cash, whichever the stockholder selects. This at least gives 
the stockholder the option to leave his share of the realized gains in the com- 
pany if he so desires. But this procedure has proved to be cumbersome, expen- 
sive, and difficult to explain adequately to the vast number of small investors 
who are stockholders of the companies. It has failed to meet the principal prob- 
lems mentioned above for so long as cash is offered as a dividend, the distribu- 
tion takes on both legally (in the case of shareholders who are executors or 
trustees) and practically in the market place the earmarks of a distribution 
of ordinary income. Furthermore, for various technical reasons it is not feasible 
to use the optional stock dividend procedure in the case of the so-called closed- 
end investment companies—l. e., those which are not legally bound to buy in their 
outstanding shares. 

To remedy the situation it is proposed to amend section 362 (b) (7) of the 
code (sec. 852 (b) (3) (C) of H. R. 8300) so as to permit capital gain dividends 
to be paid in stock of the issuing corporation. In the case of the open-end com- 
panies the payment of capital gain dividends in stock will for practical purposes 
of the shareholder be the same as paying them optionally in stock or cash since 
the shareholder is entitled at any time on demand to turn in any of his stock 
to the company for the cash equivalent. In the case of the closed-end companies 
the shareholder would have a ready market in which to sell his stock dividend 
shares and thus promptly convert them to cash if he so desires; but, in addition, 
in order to provide him with cash sufficient to pay the maximum capital gains 
tax to which he would be subject without selling any shares, the proposed amend- 
ment would require, in the case of the closed-end companies, that the capital gain 
dividend consist of no more than 75 percent stock and no less than 25 percent 
cash. 

Thus while the shareholder’s personal position would be no different under the 
proposed amendment than at present, the character of the capital-gain dividend 
would be made clear both from a legal and a market standpoint. As a stock 
distribution rather than a cash distribution, it would be clear that it represented 
eapital funds and would not be confused with ordinary income. If the share- 
holder sold the newly distributed stock back to the company or on the market, 
he would know that he was liquidating part of his investment funds and not 
deriving cash dividend income. The companies would not automatically deplete 
their investment funds upon realizing gains and could manage their portfolios 
without the problem which capital-gain dividends now entail. 

There would be no revenue loss to the Treasury involved in this proposal since 
it involves only the method of distributing capital gains. Indeed, because of 
the elimination of many problems now involved in changing the investment 
portfolio, it is quite likely that there would be a substantial increase in the reali- 
zation of capital gains by the companies and a resultant increase in revenue to 
the Treasury. 

There is no constitutional problem involved in permitting the distribution of 
currrent capital gains in stock since Congress can tax these gains of the company 
directly to the shareholder whether distributed or not. (Cf. I. R. C. sees. 331-340, 
relating to foreign personal holding companies; I. R. C. secs. 391-396, relating 
to personal service corporations; I. R. C. sec. 169, relating to common trust 
funds, etc.) Furthermore, the entire provisions of Internal Revenue Code, see- 
tions 361 and 362 [Secs. 851-855 of H. R. 8300], relating to regulated investment 
companies are elective with the companies; and if desired as a protection against 
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any possibility of constitutional challenge, a new election by the company to have 
the new provision applicable in its case could be provided in the enacting statute. 

It is, therefore, respectfully proposed that section 362 (b) (7) of the Internal 
Revenue Code [sec. 852 (b) (3) (C) of H. R. 8300] be amended so that capital- 
gain dividends could be paid not only in cash, or optionally in cash or stock, but 
could also be distributed in stock of the company if the stock is redeemable at 
the election of the shareholder or if it is accompanied by a distribution of cash 
amounting to at least 25 percent of the total capital-gain dividend. The amend 
ment could be made in simple form by adding at the end of Internal Revenue 
Code, section 362 (b) (7) [see. 852 (b) (8) (C) of H. R. 83800] a sentence reading 
as follows: 

“As used in this paragraph the term ‘dividend’ shall include a distribution 
payable in the company’s stock which the recipient is entitled to redeem for 
approximately his proportionate share of the company’s net assets or the cash 
equivalent thereof, or which is accompanied by a capital-gain dividend in cash 
equal in amount to at least 25 percent of the sum of such cash and the fair 
market value of such stock at the time of the declaration of the dividend.” 


————— 


ApstTRAct AND TITLE GUARANTY Co., 
Detroit 26, Mich., April 9, 1954. 
Re H. R. 8300, Revised Internal Revenue Act of 1954 
Hon. Eve@ene D. MILLIKIN, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D. C. 

Dear SENATOR MILLIKIN: This company is an insurance company organized 
under the insurance code of the State of Michigan and under the supervision 
of the commissioner of insurance. Its corporate powers are to examine titles 
to real and personal property, furnish information relative thereof, and insure 
owners and others interested therein against loss by reason of encumbrances 
or defective title. 

Our income taxes are computed at the usual corporate rate. We receive 
no favored treatment. On the contrary, even the reserves set aside for the pay- 
ment of losses under our policies are computed as earnings for the purpose of 
taxation, although such funds while held in reserve for losses are not available 
to stockholders for dividend purposes. 

Our income and excess profits taxes for the year 1953 amounted to approxi- 
mately 71 percent of our net earnings before taxes, as computed on the report 
required by the commissioner of insurance. 

Under sections 34 and 246 of House Resolution 8300 now before your com 
mittee, the individual and corporate stockholders of this company would be 
denied the credits against dividends provided for other classes of corporations. 
The greater part of the capital stock of this company is held by a private cor- 
poration which now receives an 85 percent credit against dividends paid. If 
this credit is to be removed and a 52 percent tax is to be assessed against our 
dividends after we have already paid a full tax on our own earnings, the amount 
of those earnings which will eventually trickle down to the private stockholder 
of the parent corporation will be very small. 

It is respectfully suggested that the provisions of sections 34 and 246 of 
H. R. 8300 should be amended to void the discrimination which would be im- 
posed upon this and similar insurance corporations as the sections are now 
drafted. 

Sincerely yours, 
Frank I. Kennepy, President. 


(Whereupon, at 12:30 p. m., the committee recessed, to reconvene 
at 10 a. m., Monday, April 12, 1954.) 
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MONDAY, APRIL 12, 1954 


Unirep Srares Senate, 
CoMMITTER ON FINANCE, 
Washington, D.C. 

The committee met, pursuant to call, at 10:30 a. m., in room 312, 
Senate Office Building, Senator Eugene D. Millikin (chairman) 
presiding. 

Present: Senators Millikin, Martin, Williams, Malone, Carlson, 
Bennett, Byrd, Hoey, Frear, and Long. 

The CuarrmMan. The committee will come to order. 

Mr. Edward T. McCormick, president of the American Stock Ex- 
change, has very kindly agreed to submit a written statement of his 
position, which will be put in the record. 

(Mr. McCormick’s statement follows :) 


STATEMENT OF THE AMERICAN Stock PxcHANGE ON H. R. 8300 


I am Edward T. McCormick, president of the American Stock Exchange, 86 
Trinity Place, New York City. 

My exchange is the second largest securitiés exchange in the United States, 
and is comprised of 802 regular and associate members doing business in 
approximately 1,700 offices in more than 400 cities throughout the country. 

I appreciate the strict time limitations under which the committee is operat- 
ing, so I have made this statement as brief as possible, knowing that my prior 
comments on the vital subjects of double taxation of dividends and the capital- 
gains tax, addressed to the House Ways and Means Committee on July 16 and 
28, 1953, will be brought to your attention and, consequently, need not be 
repeated here. 

So far as section 34 and 116 of the bill are concerned, referring respectively 
to the proposed dividend credit and the partial exclusion from gross income 
of dividends received, this exchange respectfully urges their adoption as pro 
posed in the bill. 

While the alleviation from the existing inequitable double taxation provided 
for in these sections is not as great as we would wish, nor nearly as extensive 
as our neighboring nation Canada has granted for the purpose of stimulating 
equity financing, nonetheless, realizing the need of the Nation for as much rev 
enue as possible, under existing circumstances, we feel constrained not to ask 
that more be done by the Senate than to join with the House in this Initial, 
though small step toward the ultimate elimination of this admittedly inequitable 
tax. 

As for the capital-gains tax provisions in subchapter P of chapter 1 of the 
bill, we strongly but respectfully suggest that you adopt an amendment at least 
reducing the capital-gains period from 6 to 3 months. We firmly believe that 
such an amendment, by inducing a multiplication of long-term capital-gains 
transactions, will result in greater revenue to the Treasury, providing an offset, 
in large measure, to such revenue loss as can be expected from adoption of the 
double taxation relief provisions. Our own tax history is evidence of the truth 
of this assertion. Moreover, reduction of the period, by stimulating the liquidity 
of equity markets, will redound not only to the benefit of investors but to the 
economic health of our domestic corporations as well. 

I am grateful for this opportunity to express the views of the exchange in 
the record of your hearings. 
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The Carman. We have with us this morning former Senator 
Scott Lucas, who was a very valued member of this committee. We 
are very glad to have you here again, Senator. 

Senator Cartson. Mr. Chairman, I wonder if you would yield to 
me for a moment to submit a letter for the record. I have a letter 
from Frank Bane, executive director of the Council of State Govern- 
ments, in which he submits a memo on an investment “which makes 
an interesting suggestion which might be of benefit to the States and 
their localities in offering their bonds for sale.” 

He says this proposition has not been acted upon by any of their 
organizations, but he wanted to submit it to the Sento committee for 
consideration, and I would suggest that Mr. Stam look this over. 

The CuarrMan. We will put it in the record and let Mr. Stam 
have it. 


(The letter referred to follows:) 


THe CoUNCIL or STATE GOVERNMENTS, 
Chicago 37, IUl., April 5, 1954. 
Hon. FRANK CARLSON, 
United States Senate, 
Washington, D. C. 


My Dear GoverNor: It is not necessary to tell you that I am not a tax expert. 
Attached, however, is a brief memorandum which makes an interesting suggestion 
which might be of benefit zenerally and to the States and their localities. 

The proposal seems to follow the general plan of the so-called mutual or invest- 
ment fund. In such mutual funds, there are many shareholders who pool their 
holdings in a diverse and large group of securities. Income is paid both from 
the earnings of the securities and the profits on sales. The attached proposal, 
it would seem, would do the same thing for tax-exempt securities of States and 
localities and special public districts. The key to the proposal is a requirement 
that the Internal Revenue Act be amended so that the interest paid to the holders 
of the shares in this type of investment or mutual fund would be tax exempt 
just as it would be if the shareholder owned the individual municipal bonds 
himself. 

It would seem further that such an amendment would expand the market for 
bond issues of the smaller local units of government; would enable these smaller 
units to market their bonds to greater advantage; and would perhaps encourag 
these smaller units to move ahead with their planning and programing of neces- 
sary public works. It might also help some of the special districts and toll road 
and bridge authorities sell their bonds at better interest rates. 

This proposal has not been acted upon by any of our organizations, but since 
the tax bill is now pending in the Senate, I would greatly appreciate your opinion 
as to whether such an amendment to the bill would be feasible and desirable. 
Many thanks. 

With kindest personal regards, I am 

Very sincerely, 
FRANK BANE, 
Eevecutive Director. 


PROPOSAL FOR INVESTMENT FUNDS oF TAx-ExEemptT SECURITIES 


It is proposed that a change be made in the taxation of income received 
by the holders of investment company shares, which would permit tax-exempt 
income received by the investment company to be passed on as dividends tax 
exempt to the shareholders. 

Such a change would make it possible for an individual to hold through his 
investment company shares a diversified list of tax-exempt securities and to 
receive his income in the same tax-exempt status as though he had only a 
single tax-exempt security. 

The effect of this change would be twofold. First, to broaden the market for 
tax-exempt securities, particularly of smaller and less known municipalities, 
school districts, ete., and second, to permit the investor of moderate income 
to hold as an investment a diversified and supervised list of tax-exempt securities. 


hi. snall  dtiiiine il laa 


iricasteas ee a ees = 0 alent ipa Bini iA ctl 5: 


Sn aren Ni 





se 


GL Re MANTA ces dine. 


AD ENR al eo aly 





: 
; 
4 
: 
4 


INTERNAL REVENUE CODE OF 1954 713 


We know of no such investment company specializing in tax-exempt securities 
and if there be any they are of inconsequential size. Accordingly, there is no 
consideration of loss of revenue in correcting an illogical and obstructive 
feature of the present tax structure. 

The following memorandum discusses in more detail the desirability of making 
this change. 

Attached to the memorandum is a suggested text of an amendment to the 
revenue act which would accomplish the purpose which is herein described, 

1. During the next few years, State and local governments will be compelled 
to undertake a tremendous volume of public works and construction activities. 
The totals each year are likely to be larger than the annual amounts that have 
been recorded since the end of the war. The need for better roads and bridges 
and more schools and hospitals has become intensified as our population has 
continued to grow and to shift its geographic location. 

2. The public-works construction program that will be demanded by our people 
will be handicapped as it gathers momentum by inadequate pools of financial 
capital. Schools and classrooms, to take one example, will be needed in hun- 
dreds of areas where the governmental units are not well known, or where there 
are unknown credit ratings as far as the regular investors in municipal bonds 
are concerned. The big cities and the State governments can tap pools of financial 
capital which are adequate. The situation is different, however, when it comes 
to smaller school disrticts in Texas or Colorado, for example, or irrigation 
districts in Arizona or New Mexico. Most investors in municipal bonds are 
unfamiliar with many of these governmental units—there are more than 100,000 
of them—and they cannot be expected to take the time and the trouble to become 
acquainted and to invest with confidence even if the financial return is higher 
than in the case of well-known names, 

8. The solution of a similar problem in the thirties was worked out through 
the use of Federal Government capital. Hundreds of small municipal govern- 
ment units and instrumentalities were able to build irrigation systems, bridges, 
and other revenue-producing improvements through the use of funds derived 
from the sale of their obligations to the RFC—which in turn derived its funds 
from the Treasury. The need today is for a solution which will attract private 
capital to these State and local government needs; a solution which will make 
it unnecessary to depend so much on the Federal Government, to tap the Federal 
budget or to utilize the Treasury’s borrowing power. 

4, Such a solution could be worked out by the utilization of a financial instru- 
ment which is currently successful in other fields, the specialized investment 
fund. A change in the revenue laws, which would permit tax-exempt bond 
interest to be passed through a regulated investment fund to the shareholder in 
the tax-exempt status in which the fund receives it, is required in a manner 
similar to that now followed by regulated investment funds with respect to the 
passing through of capital gains to their shareholders. 

5. The specialized investment fund: The idea would be to establish investment 
funds specializing in municipal bonds—particularly those of the small and me- 
dium size school districts, road authorities, irrigation districts, as well as the 
general obligations of the smaller cities and towns issued for such purposes as hos- 
pitals, etc. The obligations of these governmental units carry a substantially 
higher rate of interest than is carried by the best known credits and names. The 
quality in most cases is extremely good. The wide geographic distribution obtain- 
able in these issues, plus their great variety and good quality should permit 
adequate diversification and safety of investment, and the cost of supervision 
would be low relative to the higher yields that would be obtained. 

6. Changing the tax laws: Investment funds of the type suggested require a 
change in the Federal income-tax laws, because at the present time tax-exempt 
municipal interest received by a corporation becomes taxable dividends when 
passed on to its shareholders. The change that is suggested would extend to such 
tax-exempt interest the Federal income-tax treatment accorded individuals hold- 
ing nontaxable securities. That is, if the amounts involved are passed on by an 
investment company holding only tax-exempt securities, they would then be non- 
taxable to the shareholders. 

7. It was recognized a decade and a half ago that (@) the accumulation of pools 
of capital from large numbers of people having small amounts to put into equities 
and (0) the investment of these aggregations in a diversified security portfolio 
managed by a professional financial organization, could be achieved only if special 
provisions were made for the taxation of the income earned and the capital gains 
enjoyed. The soundness of the analysis at that time is testified to by the rapid 
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growth of mutual investment funds in the past 10 years. The new developments 
in the municipal field are providing a situation which, in many respects, is similar 
to that which existed with respect to equities before the war. A new financal 
problem is arising, and the financial community, given appropriate legislation, can 
be expected to work out methods by which it may be handled. 


The CHarrMan. Please start your statement, Senator. 





STATEMENT OF HON. SCOTT W. LUCAS, ON BEHALF OF AMERICAN 
FINANCE CONFERENCE 


Mr. Lucas. Mr. Chairman, I wish to thank you for the kind words 
you said about me in the beginning. 
My name is Scott W. Lucas. I am appearing on behalf of the 
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American Finance Conference, a national association of independent : 
finance companies, a sizable number of whom own all or a considerable i 
portion of the stock of affiliated insurance companies. In addition, 

many insurance companies are associate members of the American i 


Finance Conference. 

Our especial concern is with section 246 (a) (1) H. R. 8300. The 
effect of that section is to make the deduction of 85 percent of the 
amount received as dividends by corporations—a general rule set 
out in section 243 (a) of H. R. 8300—inapplicable in the case of divi- 
dends received by corporations as a result of their ownership of stock 
in any insurance company. 

The very first section of the House Ways and Means Committee 
Report No. 1337, on H. R. 8300, refers to the fact that the purpose 
of “these changes has been to remove inequities,” that the bill will 
“create an environment in which normal incentives can operate to 
maintain normal economic growth,” that the bill was developed 
through lengthy study of means of “removing tax inequities,” and 
that among plese of the bill important to the growth and sur- 
vival of small business are those which provide a “stimulus to equity 
financing through dividend relief.” 

Mr. Chairman, I can conceive of nothing more commendable in a 
comprehensive revision of the internal-revenue laws than the removal 
of inequities and the provision of stimulation for our economic growth. 
Yet section 246 (a) (1) creates an inequity and effectively retards 
the development of an important phase of our economy. Briefly, 
this is why: 

Under present law—section 26 (b) (1) of the Internal Revenue 
Code—a corporation is entitled to a credit against net income of 
85 percent of the amount it receives as dividends from other corpo- 
rations which are subject to tax. But section 246 (a) (1) of H. R. 
8300, while purporting to carry over this existing credit as a deduc- 
tion, for some reason for which I am frank to say I can see no logic, 
disallows the deduction in the case of dividends received from all 
insurance companies, despite the fact that certain types of those dis- 
allowed companies pay the full 30-percent normal tax and the full 
22-percent surtax on their entire net income. 

For example, under the present law, if corporation A owns the 
stock of the B casualty insurance corporation, C dry goods corpo- 
ration, and D manufacturing corporation, then corporation A would 
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be entitled to a credit against its net income of 85 percent of the 
dividends received from the B corporation, C corporation, and D 
corporation. 

But under H. R. 8300, shareholder corporation A would be entitled 
to a deduction of 85 percent of the dividends it received from C corpo- 
ration and D corporation, and no deduction at all with respect to 
dividends it received from B casualty insurance corporation—and 
this despite the fact that B, C, and D corporations are treated alike 
under the present law and, in other respects, under H. R. 8300; and 
pay under the present law and will pay under H. R. 8300, Federal 
income taxes at precisely the same rates. 

Is this the removal of inequities, or is it the creation of discrimina- 
tion? In the light of the foregoing, the answer is obvious. 

Now, as to the environment which the House committee report 
claims is made healthier as a result of H. R. 8300. So far as the 
affected insurance companies are concerned, just the opposite results, 
for the effect of section 246 (a) (1) will be to retard the growth 
of the companies, since the bill, by making corporate ownership of 
such insurance company stock less attractive, would add obstacles to 
the acquisition of additional capital. 

Obviously, so far from stimulating investment in insurance com- 
panies, H. R. 8300 would cause present corporate shareholders to 
suffer substantial loss, would depress the value of insurance company 
stock, and would tend to make future investors either to remain 
indifferent to insurance company stock, or to demand excessive or 
prohibitive terms as a condition of investing. 

Mr. Chairman, and gentlemen of the committee, the discrimination 
I have described above relates to corporate owners of insurance cor- 
oration stock. May I add that the same type of inequity prevails 
in section 34 (c) (1) and section 116 (b) of H. R. 8300, which deny 
to individual stockholders of such insurance companies the new relief 
from double taxation of dividends, in section 923 (d) (2) which 
denies to such insurance companies the section 37 credit dealing with 
business income from foreign sources; and in the section 951 (c) (4) 
election as to treatment of deferred income from sources within 
foreign countries. 

Mr. Chairman, I would not presume to suggest the exact language 
to effectuate the correction of the inequitable and discriminatory 
treatment accorded insurance companies. Having served on this 
committee, I have a sufficiently high regard for its staff to be certain 
that the technical changes to accommodate the necessary adjustments 
will be carefully and skillfully made, providing the committee goes 
along with my theory. 

The CuarrMan. We miss you around here, Senator. 

Mr. Lucas. Thank you very much. I miss you fellows, too. 

The CuatrmMan. Have you been in touch with Mr. Stam, Senator? 

Mr. Lucas. I talked with Mr, Stam on the phone one day. 

The Cuatrman. I hope you will get together with him and have 
a good talk with him about what you have recommended. 

{r. Lucas. I certainly will be glad to do that at Mr. Stam’s con- 
venience. I shall also submit additional statements on other questions 
which I ask to be made part of the printed record. 
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(The following statements were subsequently submitted for the 
record :) 


STATEMENT By Scorr W. Lucas ON BEHALF OF AMERICAN FINANCE CONFERENCE 
SuBMITTED TO SENATE FINANCE COMMITTEE ON H. R. 8300 


I. SECTIONS 246 (A) (1), 243 (A), 84 (C) (1), 116 (B), 923 (D) (2), 951 (Cc) (4), 
DEALING WITH TAXATION OF INSURANCE CORPORATION DIVIDENDS 


On April 12, 1954, I testified before the Senate Finance Committee on this 
point. For the committee’s convenience, I am setting forth below my state- 
ment on this subject. 

I am appearing on behalf of the American Finance Conference, a national 
association of independent finance companies, a sizable number of whom own 
all or a considerable portion of the stock of the affiliated insurance companies. 
In addition, many insurance companies are associate members of the American 
Finance Conference. 

Our especial concern is with section 246 (a) (1) of H. R. 8300. The effect 
of that section is to make the deduction of 85 percent of the amount received as 
dividends by corporations (a general rule set out in sec. 248 (a) of H. R. 8300) 
inapplicable in the case of dividends received by corporations as a result of their 
ownership of stock in any insurance company. 

The very first section of the House Ways and Means Committee report (No. 
1337) on H. R. 8300 refers to the facts that the purpose of “these changes has 
been to remove inequities,” that the bill will “create an environment in which 
normal incentives can operate to maintain normal economic growth,” that the 
bill was developed through lengthy study of means of “removing tax inequities,” 
and that among provisions of the bill important to the growth and survival of 
small business are those which provide a “stimulus to equity financing, through 
dividend relief.” 

Mr. Chairman, I can conceive of nothing more commendable in a comprehen- 
sive revision of the internal revenue laws than the removal of inequities and 
the provision of stimulation for our economic growth. Yet section 246 (a) (1) 
creates an inequity and effectively retards the development of an important phase 
of our economy. Briefly, this is why: 

Under present law (sec. 26 (b) (1) of the Internal Revenue Code), a corpora- 
tion is entitled to a credit against net income of 85 percent of the amount it 
receives as dividends from other corporations which are subject to tax. But 
section 246 (a) (1) of H. R. 8300, while purporting to carry over this existing 
credit as a deduction, for some reason for which I am frank to say I can see 
no logic, disallows the deduction in the case of dividends received from all 
insurance companies, despite the fact that certain types of those disallowed 
companies pay the full 30 percent normal tax and the full 22 percent surtax 
on their entire net income. 

For example, under the present law, if corporation A owns the stock of the 
B casualty insurance corporation, © dry goods corporation, and D manufacturing 
corporation, then corporation A would be entitled to a credit against its net 
income of 85 percent of the dividends received from the B corporation, C cor- 
poration, and D corporation. But under H. R. 8300, shareholder corporation 
A would be entitled to a deduction of 85 percent of the dividends it received 
from C corporation, and D corporation, and no deduction at all with respect 
to dividends it received from B casualty insurance corporation—and this despite 
the fact that B, C, and D corporations are treated alike under the present law 
and, in other respects, under H. R. 8300; and pay under the present law, and 
will pay under H. R. 8300, Federal income taxes at precisely the same rates. 

Is this the removal of inequities, or is it the creation of discrimination? In 
the light of the foregoing, the answer is obvious. 

Now as to the environment which the House committee report claims is made 
healthier as a result of H. R. 8300. So far as the affected insurance companies 
are concerned, just the opposite results. For the effect of section 246 (a) (1) 
will be to retard the growth of the companies, since the bill, by making corporate 
ownership of such insurance company stock less attractive, would add obstacles 
to the acquisition of additional capital. Obviously, so far from stimulating in- 
vestment in insurance companies, H. R. 8300 would cause present corporate share- 
holders to suffer substantial loss, would depress the value of insurance com- 
pany stock, and would tend to make future investors either to remain indifferent 
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to insurance company stock or to demand excessive or prohibitive terms as a 
condition of investing. 

Mr. Chairman, the distrimination I have described above relates to corporate 
owners of insurance corporation stock. May I add that the same type of in- 
equity prevails in section 34 (c) (1) and section 116 (b) of H. R. 8800, which 
deny to individual stockholders of such insurance companies the new relief from 
double taxation of dividends; in section 928 (d) (2) which denies to such in- 
surance companies the section 37 credit dealing with business income from for- 
eign sources ; and in the section 951 (c) (4) election as to treatment of deferred 
income from sources within foreign countries. 

I would not presume to suggest the exact language to effectuate the correction 
of the inequitable and discriminatory treatment accorded insurance companies. 
Having served on this committee, I have a sufficiently high regard for its staff 
to be certain that the technical changes to accommodate the necessary adjust- 
ments will be carefully and skillfully made. 


II. SECTIONS 275 AND 812 (C), BARRING DEDUCTIONS OF INTEREST ON CERTAIN 
SUBORDINATED BONDS 


The effect of these two sections is to prohibit the deduction for income tax pur- 
poses of interest on corporate notes and bonds, if these obligations are held by 
persons who together own (directly or indirectly) 25 percent or more of the 
corporation’s common stock and if the obligation is subordinated to claims of 
other ereditors. 

1. Although the House Ways and Means Committee report recites that the 
bill contains “many provisions which are important to the growth and survival 
of small business,” the subject provision works a real hardship on many small 
corporations which are owned by a small group of persons, such as family-owned 
corporations whose stockholders must lend money to their firms under subordi- 
nation agreements so that the company may borrow money and obtain credit from 
lenders who are not stockholders. 

2. There is no real distinction between a second mortgageholder and a sub- 
ordinated noteholder, except that the latter is not secured by a lien. In both 
cases, the lender understands that his obligation is junior to a superior indebted- 
ness. The subject provision of H. R. 8300 injects a concept entirely foreign to the 
field of corporate finance when, in effect, it abandons all the traditional attributes 
of an indebtedness and substitutes a formula related to whether the holder of the 
obligation is also a stockholder. 

8. The holder of a subordinated obligation is a creditor and not a stockholder 
as long as the obligation has all the attributes of an indebtedness: (1) a fixed 
maturity date; (2) a promise to pay a sum certain in money on that date; (3) 
a definite obligor; and (4) a definite obligee. If an instrument meets these tra- 
ditional tests of an indebtedness then interest should be allowed as a deduction— 
and it should be no less allowed if it is a subordinated debt and if it happens 
that the holder owns more or less than 25 percent of the common stock of the is- 
suer. Sheer logic would dictate that if the instrument evidences a valid indebt- 
edness, a deduction should be allowed for the interest paid thereon regardless of 
who owns the security. 

4. The subject provision, so far from removing inequities which the House 
Ways and Means Committee report claims H. R. 8300 does, adds a discriminatory 
feature which does not exist in the present law. The United States Tax Court, 
United States district courts, United States courts of appeals, and the United 
States Supreme Court have consistently held that interest is deductible on 
subordinated notes if they have all the characteristics of a debt, even though 
such notes are held by stockholders. It is obvious that many small family- 
owned corporations would, if the subject provisions became law, suddenly have 
imposed on them a very heavy tax burden and in many cases the consequences 
would bring chaos to their financial structure. Long-range financial planning, 
reflected in the issuance of subordinated obligations, would be penalized because 
the planners relied on the law and court decisions, 

5. A glance at a set of hypothetical figures will show the ruinous effect of the 
subject provision. If a corporation now has 5 percent subordinated bonds out- 
standing held by stockholders, it must earn at least 5 percent on the borrowed 
money in order to pay what has always been called interest thereon. If the 
corporation earns 7 percent from the use of this money, it has a profit of 2 
percent. But what happens if the interest paid on these obligations is not 
deductible? Since the corporation would pay a 52-percent income tax, it must 
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earn 10% percent in order to pay the 5-percent rate on the bonds. In other 
words, with the same 7-percent earnings the corporation will suffer a loss of 
31% percent under the subject provision instead of the 2-percent profit which it has 
been earning. 

6. Questions are certain to arise if the subject provision became law. For 
example: 

(1) Since the income from such bonds will be taxed to the holder who owns 
25 percent or more of the common stock, does that make such income a dividend? 

(2) If it is a dividend, does it qualify for the dividend credit under section 34 
of the proposed law? 

(3) Would the interest paid on such subordinated obligations give rise to the 
85 percent dividend credit in those cases where a corporation owned the sub- 
ordinated obligation and also owned 25 percent or more of the stock of the 
company that issued the note? 

(4) Suppose a subordinated bond was originally issued to a nonstockholder in 
good faith who later sold it to a person or a group who together owned 25 percent 
or more of the common stock of the company. Would this give rise to tax de 
ficiencies? 

It appears that the purpose of this provision is to disallow the deductions 
in the cases of undercapitalized corporations whose balance sheet would show 
an abnormal amount of debt and an extremely nominal amount of capital. 
(We say “it appears,” because this provision was not included in the House 
Ways and Means Committee’s published announcement of substantive changes 
in existing law nor is there any explanation of the reason for this provision 
in the House Ways and Means Committee report on H. R. 8300.) Surely, this 
committee can correct the provision’s obvious deficiencies and still reach the 
vice sought to be eliminated. 


III, SECTION 168, AUTHORIZING A DEDUCTION FOR FINANCE CHARGES PAID NOT TO 
EXCEED 6 PERCENT OF THE AVERAGE UNPAID BALANCE UNDER THE CONTRACT 


This section of H. R. 8300 continues the deduction for interest presently con- 
tained in section 23 (b) of the Internal Revenue Code. In addition, however, 
the section provides for the deduction of certain carrying charges as interest 
where the interest charged cannot be ascertained. 

It is no exaggeration to say that the mass distribution and marketing of cars, 
appliances, and many other commodities usually sold on time, is made possible 
by the existence of the time-price doctrine. In brief, this doctrine is that the 
difference between a cash price and a time price on the time sale of any com- 
modity is not interest and therefore is not subject to the limitation of conventional 
interest statutes. This is a principle which has been enunciated as far back as 
1861 by the Supreme Court of the United States (Hogg v. Ruffner, 66 U. 8S. 115), 
and is simply anofher way of saying that for automobiles and other commodities 
sold on time, there are two prices available to the purchaser: One price if he pays 
cash and another price if he pays on time. 

This principle is so well established in law, and is so embedded in the pattern 
of the financial fraternity engaged in financing mass production and distribution, 
that it is a fair statement that if this doctrine is overturned through infelicitous 
language in a tax bill there would be serious adverse economic consequences to 
the Nation as a whole. 

Under the present law, interest payments made by borrowers are deductible, 
but neither the present law nor the Internal Revenue Service has permitted a 
similar deduction for finance charges. This denial of a deduction has been 
consistent with the time-price doctrine, for the denial does nothing more than 
confirm what is a fact in any event: That a time-price differential is not interest. 

We do not quarrel with that portion of section 168 which continues to allow 
a deduction for interest paid. Nor do we quarrel with the principle of that 
portion of section 163 which accords to a time buyer a deduction. What we do 
urge is that the liberalizing feature of section 163 be articulated in such a way 
that, while the deduction authorized by section 163 (b) would not be disturbed, 
the language of the section would not and could not be construed as doing violence 
to the time-price differential doctrine. The deficiencies in section 168 can be 
easily corrected without disturbing in the slightest the intention of the drafters. 

It is suggested that the section be changed to read as follows, the matter to 
be deleted from section 163 being enclosed in brackets and the new matter being 
in italies: 

“(a) GENERAL RULE. There shall be allowed as a deduction all interest paid 
or accrued within the taxable year on indebtedness. 
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“(b) INSTALLMENT PURCHASES WHERE No SEPARATE INTEREST CHARGED Is [Nor 
SEPARATELY STATED] INDICATED 
“(1) GeNERAL RULE. If personal property is purchased under a contract— 
“(A) which provides that payment of part or all of the purchase price is 
to be made in installments, and 
“(B) in which carrying charges are [separately stated] included but 
[the] no interest charge [cannot be ascertained] is separately indicated, 
then the payments made during the taxable year under the contract shall 
be treated [as including] for the purposes of this section as if they included 
interest equal to 6 percent of the average unpaid balance under the contract 
during the taxable year. For purposes of the preceding sentence, the aver- 
age unpaid balance is the sum of the unpaid balances outstanding on the 
first day of each month beginning during the taxable year, divided by 12. 
(2) Limrration. In the case of any contract to which paragraph (1) applies, 
the amount treated as interest for any taxable year shall not exceed the aggre- 
gate carrying charges which are properly attributable to such taxable year. 
“(c) Cross REFERENCES 
“(1) for disallowance of deduction for interest relating to tax-exempt income, 
see section 265 (2). 
“(2)For disallowance of deduction for carrying charges chargeable to capital 
account, see section 266.” 


IV. SECTION 6323, AFFECTING FEDERAL TAX LIENS 


Under sections 3640 and 3641 of the Internal Revenue Code the Commissioner 
is authorized to make assessments and certify such assessments to collectors 
for collection. Under section 3671, Internal Revenue Code, a tax lien arises in 
favor of the Government for unpaid taxes when the assessment list is received 
by the collector, and this lien continues as a secret lien, without the necessity 
of any public filing or notice, until it is satisfied or otherwise discharged in ac 
cordance with particular circumstances specified by statute. However, under 
section 3672, Internal Revenue Code, the lien is invalid as against any “mort- 
gagee, pledgee, purchaser, or judgment creditor” until a notice of lien has 
been filed by the collector in specified offices, and this filing is in the nature of 
a public notice, just as is the filing or recording of a chattel mortgage or other 
security device. 

It has been held that the classes of persons protected under section 3672 are 
only those “specifically included in the statute and no others.” For illustration, 
see United States v. Hisinger Mill and Lumber Company (Md.) (98 Atl. (2) 81)); 
United States v. Security Trust and Savings Bank (340 U. 8S. 47). Section 
38672 was originally enacted to overcome the effect of United States v. Snyder 
(149 U. S. 210), and was subsequently amended to extend its protection to 
pledgees to overcome the effect of United States v. Rosenfield (26 Fed. Sup. 433). 

Recently, to our knowledge, the Government has contended in pending cases 
that the assignee of accounts receivable was not a conventional “pledgee” 
within the meaning of section 3672, and, therefore, did not have the benefit of 
the protection afforded by that section, and that an entruster under the Uniform 
Trust Receipts Act, enacted in 31 States and 2 Territories, is likewise not within 
the classes of persons protected by section 3672. We do not believe such an 
interpretation was within the congressional intent. 

It has also been held that a reservation of title by a conditional seller is valid 
as against an unfiled tax lien asserted against the conditional buyer, since the 
property involved was not that of the taxpayer. See United States v. Anders 
Contracting Company (111 Fed. Supp. 700). 

The Uniform Commercial Code has been enacted in Pennsylvania, may shortly 
he enacted in Massachusetts, and is under serious consideration by public or 
semipublie bodies in about another dozen States. As this committee knows, this 
commercial code abolishes distinctions between chattel mortgages, pledges, trust 
receipts, factors liens, etc., and substitutes in their place a single lien concept 
known as a security interest held by a creditor called a secured party. We 
teel reasonably sure that if the code became widely enacted, as is hoped, the 
Government would contend that a secured party holding a security interest is 
not within the class of persons protected by the language of the present section 
2672 of the Internal Revenue Code. 

Another feature of our present law that we endorse is that actual notice of the 
existence of a secret tax lien by a secured creditor is not a substitute for the 
required filing in order to give the Government priority as against a mortgagee, 
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pledgee, purchaser, or judgment creditor. See United States v. Beaver Run Coal 
Company ((CCA 3d, 1938) 99 Fed. (2) 610). In order for the Government’s lien 
to be valid against such classes of persons there must be the definite prescribed 
public act of a filing which affords certainty and definiteness as to the date as 
¢«f which rights of parties are fixed. 

Under H. R. 8300, section 6203 is new, takes the place of section 3640 and 
section 3641 of the Internal Revenue Code and the date of the making of the 
assessment as authorized thereby becomes important because under section 6322 
which takes the place of section 3671 of the Internal Revenue Code the Govern- 
ment’s tax lien arises when the assessment is made and not when the assessment 
list is received by the collector. 

Section 6323 of H. R. 8300, comparable to section 3672 of the Internal Revenue 
Code, continues to protect only mortgagees, pledgees, purchasers, and judgment 
creditors, as to which we definitely feel some changes should be made, and 
in addition contains a new provision substituting notice which can be charged 
to a secured creditor, instead of the present required filing, to give the Govern- 
ment priority over a secured creditor. 

To restore the protection to the classes of persons entitled to that protection, 
as the foregoing demonstrates, it is suggested that section 6323 (a) be amended 
to read as follows: 

“INVALIDITY OF LIEN WritrHovut Norice. Except as otherwise provided in sub- 
sections (c) and (d) the lien imposed by section 6321 shall not be valid as 
against any mortgagee, pledgee, purchaser, judgment creditor, or holder of a 
perfected lien or security interest until notice thereof has been filed by the 
Secretary or his delegate.” 

At present the effectiveness of the Government’s lien is determined by a 
definite prescribed act of filing a public notice. Under the bill, an assessment 
against a taxpayer, not even in default, may be made upon the recording of 
the taxpayer’s return since the taxpayer by his return in effect assesses the 
liability against himself in favor of the Government. We understand the lia- 
bility of taxpayers will be recorded by mechanical process, and we would 
imagine that the recording would be made at the latest by the due date of the 
tax. This undoubtedly will be prescribed by regulation which will put the 
world on notice of the fact that every taxpayer who has filed a return and not 
paid a tax may have a lien existing against him, or at least every taxpayer who 
has not paid his tax by due date, even though there is pending a disputed question 
of liability with reference to the tax, has a tax lien against him, and this notice 
may be sufficient to put any secured financing institution behind the Govern- 
ment’s claim and lien for taxes, even though no notice has been filed. 

It is obvious that such a situation can generate considerable difficulty and may 
result in drying up the extension of secured credit to any person who even for a 
good reason is delinquent in the payment of any tax. 

For this reason, it is suggested that section 6323 (c) be changed to read as 
follows: 

“Lren VaLip WitHovut Notice in Certarn Cases. The lien imposed by section 
6321 shall be valid without the filing of notice thereof as against any judgment 
creditor if— 

“(1) the judgment creditor has not obtained a valid judgment in a court 
of record or of competent jurisdiction for the recovery of specifically desig- 
nated property or for a certain sum of money, or 

“(2) the judgment creditor has a valid judgment of a court of record and 
of competent jurisdiction for the recovery of a certain sum of money but has 
not perfected a lien under such judgment with respect to the property 
involved.” 

APPENDIX 


Sections or H. R. 8300 Rererrep To In Forrcorna STATEMENT 
PART I 


Section 246 (a) (1) 
“SEC. 246. RULES APPLYING TO DEDUCTIONS FOR DIVIDENDS 
RECEIVED. 

“(a) Depuction Nor ALLOWED FoR DivIpENDS FroM CrertTAIn CorPorATIONS. The 
deductions allowed by sections 248, 244, and 245 shall not apply to any dividend 
from— 

“(1) an insurance company subject to a tax imposed by subchapter L 
(sec. 801 and following) ;”. 
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Section 248 (a) 
“SHC. 248. DIVIDENDS RECEIVED BY CORPORATIONS. 

“(a) GENERAL RULE. In the case of a corporation, there shall be allowed as a 
deduction an amount equal to 85 percent of the amount received as dividends 
(other than dividends described in paragraph (1) of section 244, relating to 
dividends on the preferred stock of a public utility) from a domestic corporation 
which is subject to taxation under this chapter.” 


Section 84 (c) (1) 
“SEC. 34. DIVIDENDS RECEIVED BY INDIVIDUALS. 

“(a ** * 

i *** 

“(c) No CREDIT ALLOWED FoR DIVIDENDS FROM CERTAIN CORPORATIONS. Sub- 
section (a) shall not apply to any dividend from— 

“(1) an insurance company subject to a tax imposed by subchapter L 
(sec. 801 and following) ;”. 
Section 116 (b) 
“SEC. 116. PARTIAL EXCLUSION OF DIVIDENDS RECEIVED BY 
INDIVIDUALS. 

(a) * * * 

“(b) DIVIDEND TO WHICH SUBSECTION (A) APPLIES. Subsection (a) applies 
only to dividends received from domestic corporations other than corporations 
described in section 34 (c) (relating to denial of credit for dividends received). 
In determining, for purposes of this section, the amount of any dividend, the rules 
of section 34 (d) (relating to special rules for certain distributions) shall 
apply.” 

Section 923 (d) (2) 
“SEC. 923. BUSINESS INCOME FROM FOREIGN SOURCES. 

“(a) * * * 

“(b) x** 

*(@) * * * 

“(d) CeRTAIN CORPORATIONS INELIGIBLE FOR CreDIT. The credit provided in 
section 37 shall not be allowed in the case of a corporation, which for the 
taxable year— 

(x) ** * 
“(2) is subject to the tax imposed by subchapter L (sec. 801 and following 
relating to insurance companies) ;”. 


Section 951 (c) (4) 
“SEC. 951. INCOME WHICH MAY BE DEFERRED. 
“(a) ** * 
“(b) ** * 
“(c) CEeERTAIN CORPORATIONS INELIGIBLE. No election under this part may be 
made by a corporation, which, for the taxable year— 
*¢i) ** * 
“(2) ** * 
“ay = 
“(4) is subject to the tax imposed by subchapter L (sec. 801 and fol- 
lowing, relating to insurance companies) ;”. 


PART II 
Section 275 


SEC. 275. NONPARTICIPATING STOCK. 


“No deduction shall be allowed for any amounts paid with respect to non- 
participating stock (as defined in sec. 312 (d)) which, but for this section, 
would have been deductible from gross income.” 


Section 312 (c) 


“SEC. 312. DEFINITIONS RELATING TO CORPORATE DISTRIBUTIONS. 


“(a) ** & 

“(b) ** * 

“(c) Securities. The term “securities” means an instrument representing 
an unconditional obligation (or obligations) of a corporation to pay a sum 
certain in money other than open account indebtedness 
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“(1) which in the case of obligations held by persons who together own 
25 percent or more of the participating stock is not subordinated to the 
claims of trade creditors generally ; 

(2) payments, if any, for the use of the principal amount of which are 
not dependent in amount upon the earnings of the corporation and are 
unconditionally payable not later than the maturity date of the principal 
amount ; 

“(3) For the purpose of (1), above, in determining the ownership of stock 
and debt, section 311 shall be applicable. Except as used in this subsec- 
tion, the term “securities” means only securities representing indebtedness 
of the distributing corporation.” 


PART III 
Section 168 


“SEC. 163, INTEREST. 


“(a) GeNERAL Rute. There shall be allowed as a deduction all interest paid 
or accrued within the taxable year on indebtedness. 

“(b) INSTALLMENT PURCHASES WHeErRE INTEREST CHARGE I8 Not SeEp- 
ARATELY STATED. 

“(1) GeneRAL Rute. If personal property is purchased under a contract— 

“(A) which provides that payment of part or all of the purchase price 
is to be made in installments, and 

“(B) in which carrying charges are separately stated but the interest 
charge cannot be ascertained, then the payments made during the taxable 
year under the contract shall be treated as including interest equal to 6 
percent of the average unpaid balance under the contract during the taxable 
year. For purposes of the preceding sentence, the average unpaid bal- 
ance is the sum of the unpaid balance outstanding on the first day of each 
month beginning during the taxable year, divided by 12. 

(2) LaimiTation. In the case of any contract to which paragraph (1) applies, 
the amount treated as interest for any taxable year shall not exceed the aggre- 
gate carrying charges which are properly attributable to such taxable year. 

“(e) Cross REFERENCES. 

“(1) For disallowance of deduction for interest relating to tax-exempt in- 
come, see section 265 (2). 

“(2) For disallowance of deduction for carrying charges chargeable to cap- 
ital account, see section 266.” 


PART IV 

Section 63238 

“SEC. 6323. VALIDITY AGAINST MORTGAGEES, PLEDGEES, PUR- 
CHASERS, AND JUDGMENT CREDITORS. 

“(a) InvALiprry oF Lien WitHout Notice. Except as otherwise provided in 
subsections (c) and (d), the lien imposed by section 6321 shall not be valid as 
against any mortgagee, pledgee, purchaser, or judgment creditor until notice 
thereof has been filed by the Secretary or his delegate— 

“(1) UNDER STATE OR TERRITORIAL LAWS. In the office designated by the law of 
the State or Territory in which the property subject to the lien is situated, when- 
ever the State or Territory has by law designated an office within the State or 
Territory for the filing of such notice: or 

“(2) WITH CLERK OF DISTRICT CouRT. In the office of the clerk of the United 
States district court for the judicial district in which the property subject to the 
lien is situated, whenever the State or Territory has not by law designated an 
office within the State or Territory for the filing of such notice; or 

“(3) WITH CLERK OF DISTRICT COURT FOR DISTRICT OF COLUMBIA. In the office of 
the clerk of the United States District Court for the District of Columbia, if the 
property subject to the lien is situated in the District of Columbia. 

“(b) Form or Norrce. If the notice filed pursuant to subsection (a) (1) is in 
such form as would be valid if filed with the clerk of the United States district 
court pursuant to subsection (a) (2), such notice shall be valid notwithstanding 
any law of the State or Territory regarding the form or content of a notice of 
lien. 

“(c) Lien VALID WITHOUT NoTIcE IN CERTAIN Cases. The lien imposed by sec- 
tion 6321 shall be valid, without the filing of notice thereof, as against any mort- 
gagee, pledgee, purchaser, or judgment creditor, if— 
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“(1) im the case of a mortgage, pledge, or purchase, such mortgagee, 
pledgee, or purchaser had notice or knowledge of the existence of such 
lien at the time the mortgage, pledge, or purchase, was made, or 

“(2) in the case of a judgment creditor, the creditor has not obtained a 
valid judgment in a court of record and of competent jurisdiction for the 
recovery of specifically designated property or for a certain sum of money, or 

“(3) in the case of a judgment creditor who has a valid judgment of a 
court of record and of competent jurisdiction for the recovery of a certain 
sum of money, no lien with respect to the property involved has been 
perfected under such judgment. 

“(d) ExcrepTion IN CASE OF SECURITIES 

“(1) Exception. Even though notice of a lien provided in section 6321 has 
been filed in the manner prescribed in subsection (a) of this section, the lien 
shall not be valid with respect to a security, as defined in paragraph (2) of 
this subsection, as against any mortgagee, pledgee, or purchaser of such secu- 
rity, for an adequate and full consideration in money or money's worth, if at 
the time of such mortgage, pledge, or purchase such mortgagee, pledgee, or 
purchaser is without notice or knowledge of the existence of such lien. 

“(2) DEFINITION oF Securtry. As used in this subsection, the term “security” 
means any bond, debenture, note, or certificate or other evidence of indebted- 
ness, issued by any corporation (including one issued by a government or political 
subdivision thereof), with interest coupons or in registered form, share of stock, 
voting-trust certificate, or any certiticate of interest or participation in, certifi- 
cate of deposit or receipt for, temporary or interim certificate for, or warrant 
or right to subscribe to or purchase, any of the foregoing ; negotiable instrument ; 
or money. 

“(e) Disclosure or AMOUNT OF OUTSTANDING LIEN. If a notice of lien has 
been filed under subsection (a), the Secretary or his delegate is authorized 
to provide by rules or regulations the extent to which, and the conditions under 
which, information as to the amount of the outstanding obligation secured 
by the lien may be disclosed.” 


The Cuarrman. Mr. Stam, will you plan to have a talk with the 
Senator? 

Mr. Sram. I will be glad to. 

The Cuarrman. Mr. Eric Johnston. It is good to see you Mr. 
Johnston. Will you please identify yourself to the reporter. 


STATEMENT OF ERIC JOHNSTON, PRESIDENT, MOTION PICTURE 
EXPORT ASSOCIATION, INC. 


Mr. Jonnstron. Thank you. My name is Eric Johnston. I am 
sresident of the Motion Picture Export Asal lation, representing 10 
le ading American motion- picture eee in their operations 
abroad We have our head offices in New York and Washington. We 
are here to testify on amendments to section 923 of H. R. 8300. I 
have a prepared statement, and with your permission, Mr. Chairman, 
I would like to file this prepared statement for reference, and merely 
talk to you for about 4 minutes on our position on H. R. 8300. 

The CHatrman. That will be fine. Will you put it in the record, 
please ? 

(Mr. Johnston’s prepared statement follows :) 


STATEMENT BY Eric JOHNSTON, PrestpENT, Morion Picture Export 
ASSOCIATION, INc., 


Mr. Chairman, my name is Eric Johnston. I am president of the Motion Pic- 
ture Export Association, 1600 I Street NW., Washington. The association repre- 
sents the following 10 American film companies in their operations abroad: 

Allied Artists International Corp., Columbia Pictures International Corp., 
Loew’s International Corp., Paramount International Films, Ine., RKO Radio 
Pictures, Ine., Republic Pictures International Corp., Twentieth Century-Fox 
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International Corp., United Artists Corp., Universal International Films, Inc., 
and Warner Bros. Pictures International Corp. 

I am here to present the views of the association and its member companies 
on section 923 of H. R. 8800, which your committee has under consideration. 

I would like to express appreciation for the tremendous work of Congress in 
revising our tax structures and in correcting its inequities. The recodification 
and overhauling of our tax statutes are long overdue and the taxwriting commit- 
tee of Congress are deserving of the warmest commendation for undertaking 
this difficult, laborious, and essential task. 

As one who has had an extensive interest in international trade, I would 
like also to state my gratification over the steps that Congress is taking to 
stimulate the flow of American venture capital abroad. 

As you may know, this is not the first time I have appeared before a congres- 
sional committee in support of legislation designed to promote foreign trade, and 
through it, to encourage the growth of competitive capital throughout the 
world. 

Specifically, the proposal incorporated in section 923 is one of a group designed 
to provide foreign investment incentives, which were originally recommended to 
the President by the International Development Advisory Board, of which I 
have the honor to be chairman. 

The basie intent of section 923 is to provide incentives to American enter- 
prises that make substantial investments and engage in active business opera- 
tion in foreign countries. Clearly the motion-picture industry qualifies for 
the 14-point tax credit on the income derived abroad from the operation of 
its theaters and from the business of distributing its films. 

Ours is a worldwide business. Our companies have establishments in more 
than 40 countries and they service exhibitors in every country of the free 
world. These exhibitors largely depend upon our product and services for 
their existence. 

On our payroll abroad we carry approximately 30,000 employees, consisting 
both of Americans and of foreigners. Our foreign property holdings are exten- 
sive. They include centers for the distribution of films, storage facilities, offices, 
theaters, laboratories, and film-printing plants. This represents a substantial 
proportion of our total investments. 

These investments in other lands are not static. Our companies are not coupon 
clippers. They engage actively in operations to develop and expand their 
trade, business, and investments abroad. 

Now I want to turn specifically to the provisions of section 923. 

Most of our earnings abroad are derived from film rentals. Under section 923 
it appears doubtful whether such form of income qualifies for the proposed tax 
credit. 

The possible failure of the present draft of the section to qualify film rentals 
for the tax credit may have been either inadvertent or due to a misunderstand- 
ing of the extensive scope of the business activities that must be carried 
on abroad in distributing films to theaters. 

The distribution of films in foreign countries is a major business activity, 
usually handled through wholly owned subsidiaries, both domestic and foreign. 

The business activities carried on abroad include such complicated and 
costly operations and services as the printing, dubbing, titling, synchroniza- 
tion, scoring, shipping, maintenance, distribution, and the exhibition of films. 

All these involve large and continually recurring financial risks and outlays, 
and all of which inure to the benefit of foreign countries. For example, printing 
costs alone amount to $5 million annually. 

In an undertaking such as ours, it is not realistic to segregate our operations 
abroad for business or tax purposes. There is an interrelationship among our 
various operations that cannot be avoided. 

In view of these evident facts, I submit that the motion-picture industry is 
justly entitled to the tax incentive provided in section 923. 

The expansion that has occurred in motion-picture operations overseas has 
been undertaken purely on our own initiative. And this has come about in spite 
of the discrimination to which our industry has been subjected in foreign coun- 
tries, discrimination ranging all the way from import quotas to arbitrary taxa- 
tion—taxation directed exclusively at our industry. 

The American film industry is the only one in the world that does not receive 
Government support in one form or another. I mention this simply to emphasize 
my earnest hope that, in considering this legislation, you will recognize that the 
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American motion-picture industry in its operations abroad should be assured 
of equal treatment with other enterprises investing and doing business in foreign 
countries. 

With the incentive provided in section 923, our industry will be able to in- 
crease its investments abroad—particularly in underdeveloped countries. The 
American film industry would furnish additional employment and would make 
sizable contributions to the economic progress of the free world. 

The necessary clarifying amendments to section 923, identified as 4-8-54-B, 
are pending before the committee, having been introduced by Senator Johnson 
of Colorado. As part of my testimony, I am filing with the clerk of the com- 
mittee a supplemental statement explaining the proposed amendments. 

Mr. Chairman, I deeply appreciate the time the committee has given me to 
present our views to you. 


AMENDMENTS PROPOSED BY THE Morion Picture Export ASSOCIATION TO 
Section 923 or H. R. 8300 


The following two amendments to section 923 are needed to clarify the appli- 
cation of the proposed 14-percentage-point foreign income tax differential to in- 
come from motion picture film rentals: 

First, on page 222 of the bill, add at the end of section 925 (a) the following 
new paragraph: 

“(5) as rentals in respect of motion-picture films.” 

Second, on page 223 of the bill, add at the end of section 923 (b) the following 
new paragraph: 

“(3) rentals received by a foreign corporation in respect of motion-picture films 
shall be deemed to be derived from the active conduct of a trade or business de- 
scribed in paragraph (3) (A) (ii) of subsection (a).” 

The first amendment makes section 923 (a) clearly applicable to income from 
film rentals received by domestic corporations whenever such income is from for- 
eign sources. The second amendment makes section 923 (a) clearly applicable to 
dividends and interest from foreign subsidiary corporations which derive their 
income from foreign film rentals. 

Earnings and profits of foreign subsidiary corporations derived partially from 
film rentals and partially from the operation of theaters will be covered by sec- 
tion 923 after the addition of the second proposed amendment, since theater opera- 
tion is already adequately described by the reference, in section 923 (a) (3) (A) 
(ii), to the active conduct of a trade or business through a retail establishment or 
other like place of business. 

Domestic corporations operating theaters abroad may qualify income from such 
operations under section 923 (a) (1), as the bill is now written, by treating their 
theater operations as separate branches and electing the deferral provisions of 
part IV. 


Mr. Jounston. In the first place, Mr. Chairman and gentlemen, 
may I express to you our great appreciation for the tremendous task 
which has been undertaken by the Congress of the United States in 
revising and rewriting our tax laws. The recodification and the re- 
working of our tax structure have been long overdue. I think that the 
Congress of the United States deserves the greatest credit for under- 
taking this laborious, painstaking, but very essential task. 

May I also express our appreciation for including in the bill an 
incentive for the flow of American private capital abroad. As chair- 
man of the International Development Advisory Board, which advises 
the President of the United States on technical assistance problems 
overseas, I assure you we have long recognized, as has the Congress 
which wrote this legislation, that, if we could get an adequate amount 
of private American capital flowing overseas, many of our economic 
problems around the world would be solved. Then, much of the 
necessity for foreign aids and grants would be removed. 

I want to compliment the Congress for including in the bill a pro- 
vision as an incentive for the flow of American c apital overseas. Sec- 
tion 923 encourages private capital to go overseas by its provision to 
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extend the 14-percentage-point tax credit for the Western Hemisphere 
to the whole world. The committee report on this section specifically 
excludes royalties and license fees earned abroad. We can thoroughly 
understand that and think it is a wise provision, because normally, 
royalties and license fees do not create any business or stimulate the 
flow of private capital abroad, and, therefore, would not. be included in 
this tax incentive feature. Unfortunately, this hits the motion picture 
pretty hard, because our film rentals abroad have been classified as 
royalties, and as such, would not be entitled to the 14-percentage-point 
tax credit from overseas. Yet, we think this is entirely unfair to the 
motion picture industry for two reasons. In the first place, we are a 
big business abroad, operating establishments in more than 40 coun- 
tries in the free world, employing more than 30,000 persons in our 
business operations and in theaters. Our investment is more than $100 
million in these countries. 

Senator Bennerr. Mr. Johnston, may I interrupt at this point? 
When you say you are operating establishments, are you referring 
to physical operations in which American capital has been invested ¢ 
Do you own the buildings; do you own the facilities? 

Mr. Jounston. Yes, Senator, we operate not only offices, but we 
operate laboratories, printing plants, studios, theaters, entire busi- 
ness operations, in these areas abroad. 

Senator Wittiams. Does this estimate of employment include the 
theaters ? 

Mr. Jounston. Yes, the persons that we employ directly in the 
theaters and in other operations abroad as well. The theater em- 
ployment amounts perhaps to a little more than a third. We, there- 
fore, do business davwutt qualifying, we feel, under section 923, as 
to investments abroad. Furthermore, these investments can be stimu- 
lated and expanded greatly with the proper incentives. That is what 
we want to do, and we think that is what the Congress of the United 
States intends us to do. 

Senator Carison. Mr. Chairman, do I understand, then, that you 
are operating businesses in the foreign countries, and yet your income 
is not classed as income but classed as royalties? 

Mr. Jonnston. That is right. 

The Cuarrman. Give us a little information on the exact nature of 
the operation. 

Mr. Jounston. Mr. Chairman, we not only have offices abroad from 
which we distribute films, but we actually operate laboratories where 
we make prints of the films that are shown in the theaters, You un- 
derstand, many prints of a film have to be made for showings in 
theaters. So we operate film printing plants and we produce adver- 
tising materials and things of that kind. We also operate studios 
in which we make pictures. All of these are business operations in the 
accepted sense of the term. 

They are as much as other business—they are our factories abroad, 
which we operate. 

Senator Wirit1ams. Would they be distinguished differently from 
oil companies and other royalty types? 

Mr. Jounston. They wouldn’t be distinguished from any other 
manufacturing concern, because we are manufacturing firms abroad, 

The second point, Mr. Chairman, in which we are unique is that the 
motion picture is the best means of comunication and information. 
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A picture can always be understood better by people than can any- 
thing else. Therefore, our Government has urged us ic go abroad. 
After the World War, we went abroad in certain countries of the 
world where we got no revenue. We received nothing; we even paid 
our own out-of-pocket expense. The Government still wants us to 
show our films abroad. We are the only film industry, gentlemen, 
that is not subsidized, the only major film industry in the world that 
is not subsidized by its Government. 

We receive no subsidy from the American Government, nor do we 
want any. We merely want to operate as free, competitive, private 
enterprise abroad. And that is oe we are operating. Yet, these 
other governments which subsidize their films, frequently, also, sub- 
sidize their foreign operations. Take Russia as an illustration. The 
Russian film industry is owned by the Russian Government. It also 
subsidizes its films abroad and has purchased interests in theaters 
abroad and it engages in coproduction abroad in order to get its 
films scattered throughout the world. 

Our Government wants us to expand our operations abroad. We 
ourselves want to expand, and with the proper tax incentive, as given 
to other business, we think we can expand our operations abroad. 

Gentlemen, briefly, that is our position. In order to bring that 
about, an amendment to section 923 has been introduced by Senator 
Johnson of Colorado. It is identified as 4—-8—54—E, and this amend- 
ment is now pending before your committee. I have attached to my 
prepared statement and filed with the clerk a supplemental statement 
explaining this proposed amendment. 

rentlemen, I want to thank you very much for your courtesy in 
giving me this brief opportunity to explain in our position. Thank 
you very much. 

The Cuarrman. Have you been in touch with our staff, Mr. John 
son? 

Mr. Jounson. I have not been in touch with Mr. Stam. We have 
tried to reach him, but he is a very busy man. We would like to talk 
to him at our earliest opportunity. 

The CHarrMan. I am sure he will be glad to talk with you. 

Is Mr. McDermott in the room? If not, is Mr. Funston present ? 

Will you be seated, please, and identify yourself to the reporter? 


STATEMENT OF G. KEITH FUNSTON, PRESIDENT, NEW YORK STOCK 
EXCHANGE 


Mr. Funston. Mr. Chairman, my name is Keith Funston. I live 
in Greenwich, Conn., and I am president of the New York Stock 
Exchange. I deeply appreciate the opportunity to present our views 
on the tax revision program under consideration. My remarks will be 
confined to 2 sections of H. R. 8300: (1) sections 35 and 116, which 
provide limited relief from double taxation of dividends; and (2) 
subchapter P of chapter 1, relating to the taxation of capital transac- 
tions, 

In addition to representing the New York Stock Exchange, I have 
the honor to speak today also for the Investment Bankers Association, 
the National Association of Securities Dealers, the American Stock 
Exchange, and the regional stock exchanges throughout the-country, 
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organizations which represent the securities industry of our Nation, 

‘he Cuarrman. What is the American Stock Exchange? 

Mr. Funston. That is the second largest exchange in the United 
States. It is located in New York City. 

Senator Bennett. It used to be known as the Curb. 

Mr. Funston. I am speaking, also, for Mr. McCormick, who is the 
president of that exchange. The recommendations being made in the 
complete statement being filed with your committee, and in the 
summary which I will now present, are those of the entire group. 

The financial community is vitally interested in having tax revi- 
sions made which would encourage the spread of share ownership, 
strengthen our corporate democracy, and assist American corpora- 
tions in obtaining adequate equity financing. 

There are, today, 6,500,000 to 7,000,000 holders of publicly owned 
American corporations, and an additional 1,500,000 holders of stock of 
smaller private corporations—a total of about 8,500,000. This is a 
large number, but it is not enough. There has been a definite trend 
in recent years toward increased ownership of shares by people of 
modest means. This trend should be encouraged. There is no better 
way of preserving our American competitive private enterprise sys- 
tem than by making the great mass of our people patrners in that 
capitalistic system—giving them a direct ownership stake in its pros- 
perity and growth. 

Double taxation of dividends and taxation of capital gains discour- 
age share ownership. They also are barriers to the raising of sufficient 
equity capital—or risk capital—for the continued expansion of Amer- 
ican business. I am sure we all want to see this essential expansion 
accomplished by private initiative and private capital, rather than by 
Government sponsorship and Government financing. 

Another reason for adding to the incentives for equity investment by 
individuals is to reverse the trend toward debt financing of industry. 
In recent years, new debt has been incurred by our American corpora- 
tions at more than three times the rate at which new equity capital was 
obtained. 

The Carman. What did it used tobe? What was the old ratio? 

Mr. Funston. I don’t have the exact figures before me. I would 
say it was about 11% to 2 times in the period 20 to 25 years ago. 

The CuairMan. In equity finance? 

Mr. Funston. Yes, new equity capital as related to debt. In re- 
cent years, the greatest portion of equity capital has been provided 
through the retention of earnings and, if you will, the utilization of 
depreciation funds that have been accumulated, but the debt part has 
been about 3 times larger than the equity part, which has represented, 
maybe, about 8 percent of the total funds required for expansion. 

The Cuarrman,. About 8 percent? 

Mr. Funston. Yes, sir. I am sure that is substantially correct. 

I strongly endorse the provisions of sections 34 and 116 which pro- 
vide partial relief from the present double taxation of dividends. 
Even though the relief is limited—except to the smaller share- 
holders—the incentive for additional equity investment by individuals 
will, I believe, be significant, 

Now, just who are the people who would immediately benefit from 
the proposed change? 
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According to the Brookings Institution, about 1 family out of 10 
owns corporate shares. Thirty-four percent of these families have 
incomes of less than $5,000, and 78 percent have incomes under $10,000. 
It is obvious that the beneficiaries of this change are a substantial pro- 
portion of our population. 

There has been considerable debate about the amount of stock owned 
by shareowners in various income groups. The United States Steel 
Corp. recently made a survey of its 286,000 shareowners. I believe 
their figures give an unusually revealing picture of the distribution 
of the ownership of a typical American corporation. Here are some 
of the facts disclosed : 

United States Steel Corp. has about the same number of share- 
owners—286,000—as employees—300,000, 

More than three-quarters of the shareowners own less than 100 
shares each, representing investments, at today’s prices, of less than 
$4,500. 

Fifty-three percent of the individual shareowners have incomes less 
than the average basic wages paid the company’s steelworkers—about 
$4,500 a year. 

Of the 20,500,000 shares held by individuals, 53 percent—about 
10,800,000 shares—is held by persons with incomes of under $10,000. 
In addition, several million shares are held by insurance companies, 
pension trusts, banks, mutual funds, colleges, and charitable organiza- 
tions—which are in turn owned by and serve virtually all Americans. 

The principal advantage of this proposal, however, is not that pres- 
ent shareowners will pay a somewhat smaller tax. The principal 
benefits will come from the encouragement of more widespread share 
ownership. People of modest means will be given special incentive 
to purchase up to $2,000 of equity securities, because up to this point 
no double taxation will apply. 

The Government also will benefit by the additional corporate tax 
on the earnings of new investments. And, inasmuch as dividends are 
not deductible in determining taxable income, whereas bond interest 
is deductible, the immediate revenue loss may very well turn out to 
be a revenue gain, as equity capital replaces corporate debt. In the 
process, a much healthier corporate structure will be created. 

There is another area of our tax laws, that relating to the taxa- 
tion of capital transactions, in which improvements should be made 
in the interest of encouraging equity investment. Unfortunately, 
subchapter P of chapter I does not now provide for such improve- 
ments. 

The capital-gains tax has robbed capital of its most precious as- 
set—its mobility. And, inasmuch as capital is taxed only when it 
moves, the Government also is deprived of revenues that would be 
obtained if we encouraged, rather than discouraged, capital trans- 
actions. 

The present long holding period requires an investor to substitute 
a calendar for investment judgment. We believe that the purposes 
of the holding period would be just as well met if it were established 
at 3 months, instead of 6. 

This change would restore freedom of action to investors. It would 
be of immeasurable help in achieving the goal we, in the exchange, 
have set for ourselves, that of making this country a Nation of share- 
owners. 
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Not the least important effect of reducing the holding pass from 
the Government’s point of view, would be an actual and almost im- 
mediate increase in tax revenues. Previous experience in shortening 
the holding period seems to me to demonstrate conclusively that a 
further reduction would benefit the Government as much as it would 
the investor and our capital markets. 

I refer to the reduction in the holding period in 1942, when rev- 
enues from the capital-gains tax jumped almost immediately from 
a net loss to several hundred million dollars of gain, reaching $721 
million in 1945. In each year since then, the revenue from the capi- 
tal-gains tax—after allowance for deduction of capital losses—has 
been more than 21% times the highest yield of this tax during any 
of the 10 years prior to shortening of the holding period. 

In the detailed statement I am submitting, there are recommen- 
dations also for reducing the rate of tax and for increasing the amount 
of losses that can be offset against other income. Also included are 
the reasons for such changes, why they would have a favorable effect 
on our economy. 

Our specific recommendations are: First, that the holding period 
be set at 3 months; second, that the rate of tax be cut in half; and 
third, that the annual allowance for the offset of capital losses be 
increased to $5,000. 

We understand that it may not be possible at this session of Con- 
gress to do all of these things. However, we strongly recommend 
that the cut in the required holding period to 3 months be made at 
this time. 

We feel particularly justified in asking that this change be made 
now, because it would substantially increase governmental revenues 
and reduce the overall cost of the tax bill before you. My estimate 
of the amount of immediate additional revenues that would result 
from this change is $200 million per annum—and this, I believe, is 
a conservative figure. 

Thank you, gentlemen, for the privilege of appearing. 

The Cuarrman. Are there any questions? If not, thank you very 
much, Mr. Funston. 

(Mr. Funston’s material follows :) 


STATEMENT BY G. KEITH FUNSTON, PRESIDENT, New YorK Stock ExCHANGE 


I deeply appreciate the opportunity to present, on behalf of the New York 
Stock Exchange, our views on the tax-revision program under consideration. I 
have the honor of representing also other segments of the financial community, 
including the Investment Bankers Association of America, the National Asso- 
ciation of Securities Dealers, the American Stock Exchange and other stock ex- 
changes throughout the country. The recommendations presented are those of 
the group. 

My comments will be confined to two sections of the bill: (1) Sections 34 and 
116 which provide limited relief from double taxation of dividends: and (2) 
subchapter P of chapter 1 relating to the taxation of capital transactions. 

Double taxation of dividends and taxation of capital gains both have tremen- 
dous bearing on the problem of providing sufficient equity capital—or risk cap- 
ital—for the continued expansion of American business. This is an expansion 
that I am sure we all want to see accomplished by private initiative and private 
capital, rather than by Government sponsorship and Government financing. 

As the principal marketplace for the securities of our publicly owned Amer- 
ican corporations, the stock exchange has a deep concern in giving our corporate 
enterprises more incentive to finance their expansion through equity rather than 
debt securities. Our interest, and that of our members and investors through- 
out the country, is not confined to the larger corporations. As undewriters, 
our members aid in financing the growth of thousands of smaller businesses. 
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As dealers they provide markets for the ownership shares of many businesses 
which have not yet reached national stature. As brokers they serve the small 
investor as well as the large. As an exchange, we seek our future listings among 
today’s smaller, growing enterprises. The several regional exchanges, and the 
over-the-counter market, devote a major portion of their efforts to working 
directly with small businesses all over the Nation. 


THE EQUITY CAPITAL PROBLEM 


The American economy has an insatiable need for new capital— $6 billion to 
$8 billion annually, just to provide the tools and equipment necessary to put to 
work productively the 700,000 people who join the Nation’s labor force each year. 
The total spent by corporations for new plant and equipment, and for replace- 
ment of existing facilities, is currently at the rate of over $25 billion a year. 
Huge as this sum is, it will have to be increased if we are to continue to provide 
new and better paying jobs, to create new and improved products, and to replace 
outmoded equipment. 

Since World War II, we have financed the greatest capital expansion in the 
history of American industry. But just how this capital was obtained is often 
overlooked. 

For every dollar raised in the postwar period by new stock issues, industry 
raised about $3.20 by debt financing and supplied $9 from retained earnings and 
depreciation reserves. To provide these capital funds, industry found it neces- 
sary to double its debt and to reduce the percentage of earnings paid out in 
dividends from about 75 percent before the war to less than 50 percent in recent 
years. 

It should be pointed out, also, that it is only established enterprises which 
have been able to finance expansion through increased retention of earnings and 
greater debt financing. New and growing businesses have found it extremely 
difficult, if not impossible, to obtain new equity capital necessary for a start or 
for growth. 

The result has been that total corporate debt at the end of 1953 was more 
than $190 billion—double what it was at the end of World War II. New debt 
was being incurred by our corporations last year at almost three times the rate 
at which new equity capital was obtained in our capital markets. 

The inability of American corporations to finance their capital needs soundly 
and prudently has been the direct result of tax policies—high rates of tax on 
individual and corporate incomes, double taxation of corporate dividends and 
the throttling capital-gains tax. 


DIVIDEND PROPOSAL 


The importance of strengthening and encouraging incentives for risk taking 
is recognized in the provisions of H. R. 8300 which would lessen the present double 
taxation of dividend income. 

Even though the relief from double taxation of dividends provided by sections 
34 and 116 is very limited—except to the smaller shareholders—the incentive 
for additional equity investment by individuals will, I believe, be significant. I 
urge this committee’s approval of these provisions. 

Now, just who are the people who would immediately benefit from the proposed 
change? Until very recently no statistically reliable figures of share ownership 
have been available. Based on a Brookings Institution study made in 1952, 
we now know that there are between 6% million and 7 million holders of publicly 
owned American corporations and another 1144 million holders of stock of smaller 
private corporations, a total of about 8% million shareholders. About 1 family 
out of 10 own corporate shares. Thirty-four percent of these families have 
incomes of less than $5,000 and 78 percent have incomes under $10,000. It is 
obvious therefore that the beneficiaries of this change are a substantial proportion 
of our population. 

About 24 percent of all corporate stock, it should be noted, is held by insurance 
companies, pension trusts, banks, mutual funds, colleges, charitable organizations, 
which are, in turn, owned by and serve virtually all Americans. 

There has been considerable debate about the amount of stock owned by 
shareowners in various income groups. The United States Steel Corp. recently 
made a survey of its 286,000 shareholders. I believe their figures give an 
unusually revealing picture of the distribution of the ownership of a typical 
American corporation. Here are some of the facts disclosed : 

United States Steel Corp. has about the same number of shareholders 
(286,000) as employees (300,000). 
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More than three-quarters of the shareholders own less than 100 shares 
each, representing investments, at today’s prices, of less than $4,500. 
Only 10 percent of the shareholders have incomes greater than $25,000. 
No individual owns as much as three-tenths of 1 percent of either the 
common or preferred stock. 
Fifty-three percent of the shareholders have incomes less than the average 
wages paid United States Steel's steelworkers, about $4,500 a year. 
Almost one-third of the shareholders (31 percent) have annual incomes 
of less than $3,000 a year. 
Of the 20% million shares held by individuals, 53 percent—more than 
10.8 million shares—is held by persons with incomes of under $10,000. 
A copy of the complete report of the survey, which was contained in the corpora- 
tion’s annual report for 1953, follows: 


Number of stockholders and shares held, Dec. $31, 1958 















































Preferred Common Total 
\% yar en eee fer rns soit haa 
Holders | Shares | Holders Shares | Holders'| Shares 
ad SLE Cai.) a es ae ” | “eal 
Individuals: | 
Women...--. ee 36, 732 | 1, 073, 506 7,215 | 7,918, 578 126,258 | 8,902,174 
Men....-- anmeebseneem 18, 246 592, 056 88,444 | 8, 410, 493 102, 067 9, 002, 549 
Joint accounts. ...........- c 5, 899 | 130,041 | 35, 511 2, 363, 224 40, 166 2, 493, 265 
En datnihetenone names 60, 877 1, 795, 693 221,170 | 18, 692, 205 268, 491 20, 487, 988 
Charitable and educational ?....... 1, 397 119, 975 608 159, 976 1, 899 279, 951 
Insurance companies. _........- 163 389, 948 | 96 | 124, 013 243 513, 961 
Industria] and other companies. - - - 558 89, 551 | 1, 422 | 610, 320 1, 856 699, 871 
Trustees, guardians, and estates__._. 7, 329 360, 472 5,353 | 1, 064, 948 11, 962 1, 425, 420 
Brokers, nominees, and others.-.... . 916 847,172 1,399 | 5,458, 204 1, 789 6, 305, 376 
TOON. ds cdrenchitnesncipsinnmeinninns 71, 240 3, 602, 811 230, 048 | 26, 109, 756 286, 240 29, 712, 567 
i 


1 15,048 are holders of both preferred and common shares. 
3 Includes medical and religious organizations, foundations, hospitals, libraries, 


for the western and southwestern areas of the country, a model that received 
enthusiastic public acceptance. During 1954 it is expected that steel panel houses 
and commercial structures will be introduced by this subsidiary. 

“In January 1954, a new subsidiary, United States Steel Homes Credit Corp., 
was organized to assist the dealer-builders of United States Steel Homes, Inc., 
in their financing. 

“For many years United States Steel has contributed to community funds, 
hospitals, educational, and other activities, in which it had an interest. In 
1953, United States Steel Foundations, Inc., a nonprofit corporation, was formed 
to aid charitable, educational, and scientific organizations and activities. Its 
members and governing board of trustees are all directors of United States Steel 
Corp. A contribution of $12 million was made by United States Steel to the 
foundation in 1953 as an original grant. Such contributions are deductible 
by corporations in computing Federal taxes on income. The foundation has made 
and will make, from income and principal, contributions to community funds, 
hospitals, and other charitable, educational, and scientific organizations and 
activities. The grants by the foundation can be taken into consideration by 
United States Steel in connection with the needs of the many communities and 
areas in which it has an interest. 


“Stock option incentive plan 


“The courts have disposed of both lawsuits which were instituted by two 
stockholders in 1951 in the State and Federal courts in New Jersey, to enjoin 
the carrying out of United States Steel’s stock option incentive plan. The two 
stockholders owned together 320 shares of common stock. On October 29, 1953, 
the superior court of New Jersey granted summary judgment dismissing the 
complaint on the merits, and on November 5, 1953, the United States District 
Court for the District of New Jersey dismissed the suit pending in that court. 
This action followed a decision by the Supreme Court of New Jersey upholding 
a somewhat similar stock option plan of the Standard Oil Co. of New Jersey in 
litigation involving one of the plaintiffs bringing the actions against United 
States Steel. Following that decision by the highest New Jersey court the 
plantiffs consented to the above disposition of the litigation that had been 
brought by them against United States Steel. 
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“Under the plan, which was approved by an overwhelming vote of the stock 
holders at the annual meeting in 1951, options were granted for 384,000 shares of 
common stock in 1951 and for 393,700 shares in 1953, or a total of 777,700 shares. 
In each case, the option price was the market price at the time the options were 
granted. Through December 31, 1953, no options had been exercised, and 15 
options for a total of 14,300 shares had terminated. 

“Stockholders 

“There are now more owners of stock of United States Steel than at any 
time in the past, At December 31, 1953, there were 286,240 holders of record, 
an inerease during the year of 5,906. A large majority of these holders are 
individuals—average citizens in all walks of life. More than three-quarters of 
the stockholders own less than 100 shares each, and no individual stockholder 
holds as much as three-tenths of 1 percent of either the preferred or common 
stock. 

> * . * ° 


UNITED STATES STEEL CORPORATION 


71 BROADWAY, NEW YORK 6, N. ¥. 


December 10, 1953 


Dear Stockholder: 


You may have noticed comments from time to time on the double taxation of 
dividends received by investors on their corporate stockholdings. Currently, the Treasury 
Department and the Congressional bodies concerned with taxes are including this subject 
in their study of Federal tax legislation. 


Your Corporation first must pay a Federal income tax on income before it is avail- 
able for dividends. Then you undoubtedly pay a personal Federal income tax on the 
dividends you receive from the Corporation. 


In order to enable the officers of your Corporation to appraise the effects of double 
taxation of income, and to make informed comments should it be advisable to do so, 
we attach a questionnaire which we hope you will fill out and return promptly in the 


of personal identification have been omitted. 


Your cooperation in this matter, which directly concerns stockholders, will be 
appreciated. 


Sincerely yours, 


73 i~ ‘? Seite 
Chairman of the Board of Directors 
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DIVIDEND TAX QUESTIONNAIRE 


xo 
« Did you pay, either by withholding or directly, a Federal Income Tax for 1952? ca os 


applied to your 1952 Income? . 


. If your income was under $5,000 omit question 2 and check here . ass [ ] nEAO OF 


£s$ 
. If so, what is the maximum Federal Personal Income Tax percentage which 2 2 e 
2 ‘ %e 
ves 
0 


vy 
JOUNT _ INDIVIDUAL WOLD 
. Check the basis on which you filed your 1952 Federal Income Tax Return 


ve 


YES no 
. Did you pay a State Income Tax on dividends received in 19527 . . . . . f _] 4 


yes Ne 
. Do you hold your stock jointly with another person(s)? . . « « « « « « a CA 


. Are you grein {9 po, FEMALE 


» In which State do you live? . . vs owin | ote nh 2 . __Pennsylvania __ 


Please do nof sign your name Shares 73 
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“FINANCIAL SUMMARY—STOCKHOLDERS REPORT THE FACTS 


“United States Steel, like other corporations, is essentially a voluntary under- 
taking by a great many people to produce the abundant goods and services 
wanted in an expanding economy. The first requirement is to supply the tools 
of production. The money to do this represents savings of one large group of 
people—the stockholders. Once the tools are provided the jobs of operating them 
are thereby created and the undertaking expands to include another large group 
of individuals—the employees. 

“United States Steel’s records tell a great deal—but not all—about how the 
cooperative undertaking as a whole may be faring. Those records report the 
sales to customers, the purchases made, the taxes paid; they report the wearing 
out of the tools of production supplied by stockholders ; they report the hours and 
earnings of employees. They tell very little, however, about the stockholders 
beyond the savings supplied by them and the amounts paid to them in dividends. 

“Realizing this, United States Steel recently communicated with each of its 
approximately 280,000 individual stockholders (including those whose stock is 
in their brokers’ names) requesting that they disclose, without identifying them- 
selves individually, information permitting a grouped analysis of their income 
status in 1952 and of Federal taxes they paid on income received in dividends 
from United States Steel. About 140,000 of the stockholders—an astonishingly 
large proportion—supplied the information requested. What they reported 
proved equally astonishing. 





“Small owners 


“The notion that United States Steel’s typical stockholders are in any sense 
people of great wealth is statistically exploded by the information received. 
Most of them are of modest means. Only 10 percent of them had incomes greater 
than $25,000. Only 26 percent of them had incomes of more than $10,000 a year. 
Nearly three-fifths of them—56 percent—had incomes that were less than $5,000 
a year. The incomes of more stockholders—17 percent of all stockholders—fell 
_ within the $2,000 to $3,000 a year income range than into any other $1,000 range. 
. There were as many stockholders with incomes of less than $4,300 as there were 
with incomes of more than that amount. Eight percent of the stockholders had 
incomes so small that they were not subject to any Federal income taxation 
at all. 


“Compared with steelworkers 


“Fifty-three percent of the stockholders had incomes that were less than the 
average wages paid to United States Steel’s steelworkers; an annual rate of 
about $4,500 in the latter part of 1952 when operations were free of strikes. 
More than one-third—36 percent—of the stockholders had annual incomes that 
were less than the average wages paid to steelworkers in the lowest wage 
bracket, about $3,000. These wage amounts do not include the pay increase in 
June 1953, averaging over $200, nor do they include those employment costs 
borne by United States Steel to provide pensions, insurance, and other employee 
benefits, averaging over $400. 

“The 47 percent of the stockholders whose incomes were more than $4,500 
brought the average income for all stockholders to about $11,000. 


“Personal tawation of dividends 


“The average proportion of dividends paid to stockholders that was taken 
from them by Federal income taxes was 21 percent. The average top-bracket 
taxation of dividends was 37 percent, assuming that United States Steel’s divi- 
dends were the last dollars of income stockholders received. 


“Importance of dividend income 


“The distribution of income among stockholders and the distribution of shares 
among them differ sharply and surprisingly. The 56 percent of the stockholders 
whose incomes were less than $5,000 each had in the aggregate only 14 percent of 
the aggregate income of all stockholders. Yet this 56 percent of the stockholders, 
whose average income was a little less than $2,800, owned 37 percent of the 
shares. United States Steel common and preferred dividends paid to them rep- 
resented nearly 8 percent of their income, which is almost 4 times as great as 
the corresponding 2 percent for stockholders having incomes greater than 
$5,000. In this respect the income taxes paid by United States Steel bear four 
times as heavily on its stockholders of lesser incomes. 
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“Double tawation 

“In 1953 United States Steel, in order to have 41 cents of income, had to pay 
59 cents in Federal income taxes. In other words, out of each dollar potentially 
available for dividends, 59 cents went for income taxes. The remaining 41 cents, 
when paid out in dividends, was then subjected on the average, as previously 
noted, to a personal income tax diminution of 21 percent, equivalent to 9 cents. 
This left a net of 32 cents out of the original dollar. By this process of double 
taxation the Government, therefore, claimed 68 cents of the potential dividend 
dollar. 


STOCKHOLDERS AND SHARES HELD 
on cae BY INCOME RANGES 


SHARES HELD 
STOCKHOLDERS 





0-5 5-10 10-25 25 and over 
INCOME RANGES IN THOUSANDS OF DOLLARS 
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STOCKHOLDERS’ INCOMES 
VS. STEELWORKERS’ WAGES* 2 aie 


INCOME RANGES UNDER $10,000 tora 


STEELWORKERS 
STOCKHOLDERS 





O01 12 23 34 45 56 67 78 B89 910 
INCOME RANGES IN THOUSANDS OF DOLLARS 


« *Weges besed on hourly earnings times onnvel hours worked 
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U.S. STEEL DIVIDENDS AS A PER CENT 
OF STOCKHOLDERS’ GROSS INCOMES 


BY INCOME RANGES 
PeR CENT 
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DOUBLE TAXATION 


CORPORATE TAX 
S9¢ 


{ PERSONAL TAX 
o¢ 


TOTAL NET DIVIDEND INCOME 
DIVIDEND TO AVERAGE 
4l¢ U.S. STEEL STOCKHOLDER 


32¢ 





“The public interest 


“The income and income tax facts about United States Steel’s stockholders 
when added to those of United States Steel are relevant to a public interest that 
transcends the interest of any single company and its particular stockholders 
and employees. The American people have, over the years, found a way vol- 
untarily to cooperate with each other to produce an abundance of goods and 
services beyond the dreams of other times and places. The core of that coopera- 
tion is corporate America. 

“Over recent years taxation has come to be concentrated at the very point 
where it could most threaten the operation of these cooperative undertakings. 
Thus no one questions that 100 percent taxation of the potential dividend dollar 
would destroy all incentive of one great group involved—the stockholders—to 
supply savings to expand existing or start new enterprises. Yet the facts show— 
if United States Steel and its stockholders can be considered representative— 
that the incentive by 1953 was two-thirds destroyed by taxation. 

“In United States Steel approximately 300,000 individual and institutional 
stockholders have an invested average of about $8,000 each for the tools of pro- 
duction which provide jobs for approximately 300,000 employees. Such in- 
vestment in tools must continue if existing businesses are to expand and be 
kept modern and new businesses are to be created. Investment in new tools of 
production is the only way that new self-sustaining productive jobs can come into 
existence. The large-scale creation of such new jobs is required if an expanding 
labor force is to be fully employed. It cannot long be done without stockholder 
participation and will not be done if the incentive for so doing is destroyed by 
taxation. 

“The alternative to private cooperative creation of new jobs is an increased 
burden upon Government to support or subsidize otherwise jobless people. It 
is significant that a mounting public concern about unemployment and inflation 
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has paralleled the mounting tax impairment of incentives to large-scale job crea- 
It is of equal—but hopeful—significance that the American people through 
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their Government are now considering the diminution of the tax deterrents to 
such large-scale development of new jobs and abundant production of the good 


things of life. 


“Note on statistical methods 
“The questionnaire sent to stockholders is shown on page 
only to individuals, not to institutions, trustees, etc. 


It 


was sent 
To insure representative- 


ness of the sample, questionnaires were eliminated therefrom by use of random 


numbers so 


corded stockholders 
graphical distribution; men, 
shares; number of shares held. 


characteristics 
represented 
accounts ; 

Weighting each top-bracket tax rate the stock- 


that the following known 
were proportionately 


common 


of 


and 


individually re- 
sample: Geo- 


preferred 


holders reported in their replies by the dividends paid on the shares they re- 
spectively held yielded an average top-bracket rate of taxation of 37 percent. 

“Classification of stockholders by size of income was determined as follows: 
By type of return each top-bracket rate indicated the range within which each 


stockholder’s taxable income 


Adding typical exemption 


and 


amounts, as determined from Statistics of Income for 1950, part I 
Department release, October 8, 1953), gave the control range within which the 


income fell. 


Individual Income Tax Return, Form 1040. 


Income in this study means ‘adjusted gross income, 
Incomes within the control ranges, 


’ 


deduction 
(Treasury 





as defined in 


including those reported as under $5,000 were allocated to narrower income 
in 
Graphic smoothing of the allocations served to conform them to the general 


brackets in conformity with 


pattern of income distribution known to exist. 


cited 


document. 


“Shares of common and preferred stock held by stockholders within the 
control income ranges were allocated to stockholders in narrower income ranges 


by graphic and 
holders and shares by income ranges are on page 22. 


numerical interpolation. Percentage 


distributions 


of stock- 


“For the midpoint of each narrow range the typical tax liability was calcu- 


lated and expressed as a percentage of the income. 


Weighting these percentages 


by the dividends paid on the shares held by stockholders within each income 
range indicated that 21 percent of the dividends was, on the average, taken in 


personal income taxes. 
“Fifty-six percent at the stockholders filed joint income-tax returns. 


In such 


instances the income attributed to the stockholder was actually all the com- 
bined income of husband and wife, exclusive, of course, of any nontaxable in- 


come. 


Stockholders’ overstated 


comparison 


steel- 


workers’ incomes, because in the latter instance only the wage income of one 
spouse—the wages paid by United States Steel—was recorded, and no allow- 


ance was made for income received from any other source.” 


It is the small investor, and only the small investor, who would receive 


complete relief from double dividend taxation. 


Even when the provisions are 


fully effective, complete exemption from double taxation would be afforded 


only to the first $100 of dividends 


the return on about $2,000 of stock. 


Let’s consider 5 shareholders in different income brackets, all with dividend 


income amounting to 5 percent of their total income. 
centage reluction in total taxes would amount to: 


Joint return 2 dependents, optional deduction, 5 percent of 
gross income from dividends: 


$4,000__._._. 
$10,000 ____ 
$20,000__ 
$50,000 
$100,000 


Gross income 


0. 


—rmo 


oto © 


Wan 


Here is what their per- 


Percentage reduction in total tax, based 
on sees, 34 and 116 


6 


3.6 


3 
1. 
1,2 


9 


These examples all assume that 5 percent of total income comes from dividends. 
The principal advantage of this proposal, however, will not be that.those who 


now own stock will pay a somewhat smaller tax. 


The principal advantage will 
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be the encouragement of more widespread share ownership. There has been a 
definite trend in recent years toward increased ownership of shares by people of 
modest means. This trend should be encouraged. There is no better way of 
preserving our American competitive system than by making the great mass of 
our people partners in our capitalistic system—giving them a direct ownership 
stake in its prosperity and growth. 

Under section 116, people of modest means will be given special incentive to 
purchase up to $2,000 of equity securities—because up to this point no double 
taxation will apply. Our corporate democracy will be strengthened as more 
Americans own their share of American business. 

The Government will benefit also by the additional corporate tax on the earn- 
ings of new investments. And, inasmuch as dividends are not deductible in de- 
termining taxable income, whereas bond interest is deductible, the immediate 
revenue loss may very well turn out to be a revenue gain as equity capital re- 
places corporate debt. In the process a much healthier corporate structure will 
be created. 

Double taxation of dividends has not always been part of our tax structure— 
it came into our tax laws at the time of the undistributed profits tax of 1936. 
Prior to then, dividends had always been totally or partially exempt from indi- 
vidual tax. 

Canada, whose economic progress has been especially noteworthy in the last 
several years, adopted a 10-percent dividend tax credit in 1949, and, in view of its 
success in attracting large amounts of domestic and foreign equity capital, doubled 
it a year ago. 

I'd like to quote to you briefly from a statement made by the Honorable D. C. 
Abbott, Minister of Finance for Canada, when he announced plans in February 
1953 for the doubling of their dividend credit: 

“Canada is fortunate these days,” he said, “in being able to attract enter- 
prising foreign capital. This is desirable and we welcome it. At the same time 
it would seem to be a good thing if Canadians were encouraged, where they can 
safely do so, to join in a wider participation of equity ownership in the expanding 
industrial wealth of our country. This dividend credit of 20 percent should, I 
think, be of considerable assistance in encouraging our people to increase their 
stake in Canada’s future.” 

The 20-percent credit allowed Canadian investors is twice that contemplated 
as a maximum under H. R. 8300. 


CAPITAL-GAINS PROVISIONS 


There is another area of our tax laws—that relating to the taxation of capital 
transactions—in which improvements should be made in the interest of encourag- 
ing equity investment. Unfortunately subchapter P of chapter 1 does not now pro- 
vide for such improvements. 

Objectives of capital-gains revision should be: 

First: Minimum interference with normal capital transactions. The present 
law erects unnecessary roadblocks to the free flow of capital. 

Second: Within the limitations of fairness and overall benefit to our economy, 
our tax laws should be designed to produce maximum revenues for the Govern- 
ment. The capital-gains tax is one area where tax revision does not have to 
mean tax reduction. Our present laws have had the effect of sterilizing, from 
a tax viewpoint, large portions of our capital and tax revenues have suffered 
accordingly. 

The capital-gains tax is a unique tax in that it is self-imposed. Because the 
tax reduces his capital available for reinvestment, only as a last resort will an 
investor voluntarily impose the tax upon himself. Instead of encouraging the 
successful investor to seek new risk ventures, our tax laws force him by the 
threat of heavy taxation to immobilize his capital. 

The capital-gains tax has robbed capital of its most precious asset—its mobility. 
And, inasmuch as capital can be taxed only when it moves, the Government also 
is deprived of revenues that could be obtained if we encouraged rather than 
discouraged capital transactions, 

What are these deterrents to normal capital transactions? 

First, there is the arbitrarily long holding period, which requires an investor 
to substitute a calendar for investment judgment. Now it is true that most 
investors do hold securities for more than 6 months. But the requirement that 
they must hold them for at least 6 months in order to qualify the transaction 
for capital-gains treatment, not only places a severe limitation on an investor’s 
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freedom but, even more important, deters him, in many cases, from entering into 
the transaction at all. 

The present tax, in short, freezes present investors into existing investments 
and shuts out of the market entirely many potential investors. 

We believe that the purposes of the holding period would be just as well met 
if it were established at 3 months. 

I would like to point out that the dealer and the professional trader in secur- 
ities would not benefit from such a reduction. In-and-out transactions, in most 
cases, are concluded in a matter of days or, at most, of weeks. The capital gains 
of this group are a negligible part of the whole. According to Treasury Depart- 
ment figures, less than 4 percent of total capital gains are short-term gains. 

The restoration of freedom of action to investors would be of immeasurable 
help in achieving the goal we in the exchange have set for ourselves—that of 
making this country a nation of shareowners 

Not the least important effect of reducing the holding period, from the Govern- 
ment’s point of view, would be an actual and almost immediate increase in tax 
revenues, 

Previous experience in shortening the holding period seems to demonstrate 
conclusively that a further reduction would benefit the Government as much 
as it would the investor and our capital markets. 

When the law provided a minimum holding period of 18 months from 1938 
to 1941, it is a matter of record that revenues from capital gains of individuals 
dropped from $12 million in 1938 to the point that, in 1940 and 1941, capital 
losses offset capital gains. 

In the tax bill of 1942, which was passed in October of that year, the holding 
period was reduced from 18 to 6 months. Despite the limited time the shorter 
period was in effect, capital gains tax receipts expanded to $68 million in 1942. 
In 1943 returns from the capital-gains tax increased to $266 million, in 1944 to 
$354 million and in 1945 to $721 million. In each year since then the revenue 
from the capital-gains tax, after allowance for deduction of capital losses, has 
been more than 2% times the highest yield of this tax during any of the 10 years 
prior to the shortening of the holding period. 

A second change that I would like to urge is a substantial reduction in the 
rate of tax. I recommend that this be done by requiring only 25 percent of the 
gain, instead of 50 percent as at present, to be included as taxable income. The 
Government could benefit by taking a smaller tax from a greater number of 
transactions, thereby substantially increasing the total tax yield. 

Many investors with long-term unrealized gains regard themselves as frozen 
into existing investments. They understandably refuse to impose this tax on 
themselves because they regard it as too punishing. 

This immobilizing effect of the capital-gains tax is particularly severe at the 
present time because so many unrealized gains are entirely illusory. They are 
due mainly to the general rise in price levels which has resulted from govern- 
mental fiscal and monetary policies and which represents little or no gain in 
purchasing power. 

A third change we recommend is an increase in the allowable capital-loss offset 
against other income from $1,000 to $5,000 a year. The present limitation is 
particularly harsh on the growing class of small investors who frequently do 
not have other gains against which to offset possible losses. About 46 percent 
of all shareholders hold only a single issue. To such shareholders, particularly, 
the present basis of tax is a “heads you win, tails I lose” proposition. 

To summarize our position on this tax, we believe that the capital-gains tax— 

1. Impairs the liquidity of the securities markets by freezing present investors 
into existing investments and by discouraging new risk taking, thus keeping our 
free markets from making their maximum contribution to the flow of capital 
into industry. 

2. Makes it difficult for new and growing companies to obtain adequate equity 
funds because risk taking is penalized. 

8. Distorts the value of securities by discouraging the realization of gains 
and encouraging the realization of losses. 

4. Deprives the Government of hundreds of millions of dollars of revenue, 
because both the holding period and rate of tax are far beyond the levels which 
would be most productive for the Government. 

We recommend that, as soon as possible, the holding period be set at 3 months, 
that the rate of tax be cut in half, and the provisions for the offset of capital 
losses be increased to $5,000, retaining the present carryover provisions, 
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We understand that it may not be possible at this session of Congress to do 
all of these things. However, we strongly recommend that the cut in the 
required holding period to 3 months be made e+ this time. We feel particularly 
justified in asking that this change be made now, because it would substan- 
tially increase governmental revenues and reduce the overall cost of the tax 
bill before you. My estimate of the amount of immediate additional revenues 
that would result from this change is $200 million per annum, and this, I believe, 
is a conservative figure. 

The Carman. Mr. Walter Maynard, Association of Stock 
{xchange Firms. 


STATEMENT OF WALTER MAYNARD, CHAIRMAN, TAX COMMITTEE, 
ASSOCIATION OF STOCK EXCHANGE FIRMS 


The Cuarrman. Make yourself comfortable and introduce yourself 
for the purposes of the record. 

Mr. Maynarp. Mr. Chairman, my name is Walter Maynard. I am 
chairman of the tax committee of the Association of Stock Exchange 
Firms. I am also a partner in Shearson, Hammill & Co., a medium- 
sized securities firm with headquarters in New York and 16 branches 
in this country and abroad. 

I am confining this statement to the subject of the taxation of 
capital gains. 

What I have to say here today is based on 25 years of experience in 
the investment field. I have found, as has everyone else who has had 
similar experience, that the actual working and practical effect of 
the capital-gains tax is very different from theory concerning it. 

I am going to discuss daly two of the modifications of the present 
tax treatment of capital gains which our industry would like to see. 
The first of these modifications is a much lower effective rate of capital- 
gains tax. I avoid the word “relief” in asking for a lower rate of 

capital-gains taxation because tax “relief” usu: lly means less revenue 
for the Treasury. I earnestly believe that lowering of capital-gains 
tax rates would increase revenues, and I know that many reputable 
economists also hold this view. As a basis for this belief, I will give 
you an example of an actual recent transaction. 

Conversations similar to the one I’m about to describe are enacted 
hundreds of times every day in connection with sales of every kind 
of property—not only securities, but also farms, stores, and businesses. 

A chient who had over a period of years accumulated moderate-sized 
holdings of a number of good stocks, came in and told me that he 
wanted to help his daughter and son-in-law build a house, that to 
raise the money he had to sell $10.000 worth of stocks, and asked 
which of his holdings he should sell. Among other things, he had 
100 shares of Du Pont stock and 250 shares of United States Steel. 
I pointed out that Du Pont had gone up a good deal; that the present 
price was fairly high in relation to underlying values and earnings, and 
that the yield was low; I suggested that he sell it and keep his United 
States Steel, which was down a good deal from the high of recent 
years, was now relatively depressed by a low rate of steel-making op- 
erations which I believed to be temporary, and in addition paid an 
excellent return. His answer to this suggestion was: “My Du Pont 
cost. me only $50 when I bought it in 1949. If I were to sell it at to- 
day’s price of $110, it would cost me a tax of $1,500—13 percent of my 
money. I think your advice is all right from an investment point of 
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view, but let’s sell the United States Steel—I paid $42 for it last year 
and the little loss I’ll have to take will help me with my income 
tax.” 

The result was that we sold the United States Steel and the Treasury 
got no revenues. This little story illustrates the actual economics 
of the tax. When the potential tax liability exceeds a fairly low 
percentage of the value of the property to be sold, the effect of the 
tax is to lock that particular property up tightly. My observation is 
that when the tax cost of making a sale exceeds 2 or 3 percent of the 
value of the assets being sold—which is equal to about half a year’s 
income—it pretty effectively inhibits selling. In other words, the 
tax really acts as a transfer tax, and when the rate of this transfer 
tax gets too high, its effect is simply to cause investors to refrain from 
incurring liability for it. 

At the present time this locking-up process caused by the tax is 
already beginning to have a m: irked, and, I believe, potentially ds ad 
gerous, effect on the market itself by distorting supply-demand rela- 
tionships. When the price of any stock in an advancing phase reaches 
a level at which every holder has a gain, the transfer tax effect of the 
capital-gains tax begins to operate at an increasing rate, the supply 
of stock promptly begins to dry up, and the upward price movement 
becomes accelerated. 

It seems reasonable to expect, human nature being what it is, that 
some of these powerful upward moves will be carr ied to excess, with 
a consequent risk of an eventual decline of comparable scope. 

It also seems reasonable to expect that in the next upward phase 
in general business activity, the soaring prices that now characterize 
tax-locked markets in a relatively small number of stocks will spread 
to a much larger area. It may be that for this reason alone you will 
be asked to eliminate the tax. If you were to cut it in half now, you 
would certainly increase the Treasury’s revenues and at the same time 
diminish the risk of the development of an unsound and dangerous 
boom-and-bust situation in the Nation’s security markets. 

In connection with the foregoing line of reasoning, I must also 
urge that you consider shortening the present 6-month holding period 

required to qualify property for capital-g gains-tax treatment. It has 
been the experience of all of us in the securities business that in- 
vestors almost always hold their assets for as long as is needful to 
obtain the certainty of minimum tax liability; therefore, the holding 
period might as well be short as long. If the holding period is short, 
the economy would get the advantage of more active security markets, 
more revenues from transfer taxes, and better availability of equity 

capital to industry. Broader markets would also produce somewhat 
biehtes revenues from the capital- -gains tax itself because of lessened 
liquidation costs on large blocks of securities. To shorten the holding 
period to 3 months would be a constructive step from every point of 
view. - 

I appreciate this opportunity of being heard. 

The CHatrMaAn. We are very glad to have you here. Are there 
any questions? 

Thank you very much. I neglected to ask you to explain the nature 
of your organization. 

Mr. Maynarp. Sir, the Association of Stock Exchange Firms is a 
trade body of member firms of the New York Stock Exch: ange that 
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do business with the general public. It has 441 member firms, com- 
prising virtually all the firms doing business with the public. 

The Cuarmman,. Over the whole United States? 

Mr. Maynarp. Over the whole United States. 

The Cuarmman. Thank you very much. 

Mr. J. Raymond Berry. Make yourself comfortable, Mr. Berry, 
and identify yourself for the record. 


STATEMENT OF J. RAYMOND BERRY, NATIONAL BOARD OF 
FIRE UNDERWRITERS 


Mr. Berry. My name is Raymond Berry, and I am appearing for 
some 220 stock insurance companies which write the major portion of 
all fire and allied lines of insurance written in the United States. 
These companies are presently subject to taxation at the full 30-per- 
cent normal tax rate and the full 22-percent surtax rate on their entire 
net income, under section 204 of the Internal Revenue Code. They 
receive no special tax treatment and have borne their full share of the 
tax load at all times. 

These insurance companies would continue to be subject to full 
corporate tax rates on their entire net income under the provisions of 
section 831 of the bill which provides, in part, as follows: 

(a) Imposition of tax: Taxes computed as provided in section 11 shall 
be imposed for each taxable year on the taxable income of every insurance 
company (other than a life or mutual insurance company) * * *. 

Section 11 provides for the imposition of the 30-percent normal tax 
and the 22-percent surtax on the taxable income of a corporation. 

Although this bill continues to tax these insurance companies at 
full corporate rates on their entire taxable income, under sections 34 
(c) (1), 116 (b), and 246 (a) (1), such companies would be dis- 
criminated against by a complete denial of (1) the newly established 
relief to individuals from double taxation of dividends, and (2) the 
existing 85-percent-dividends-received credit which is presently 
granted to all corporate stockholders. 

As to the dividend treatment, that has already been treated so 
admirably by Senator Lucas that unless you want me to go into it 
again I will pass that part of my statement. We have been in touch 
with Mr. Stam and with the Treasury staff. We have submitted to 
them our proposed amendment on that. We think that is clear. We 
expect to keep our liaison with them open, so I think that can be passed 
and will save some time. But we are concerned about our treatment 
under 923 (d) (2) and 952 (c) (4). Here these companies are dis- 
criminated against in that their income is not given the benefits which 
the incomes of other corporations receive. The former section 923 
(d) (2) allows a 14-percent credit against United States tax for busi- 
ness income from foreign sources and the latter permits the defer- 
ment of foreign income under certain circumstances. 

It is submitted there is no logical reason for excluding these stock 
fire insurance companies from the benefits of the above sections. Here- 
tofore Congress has never discriminated against these companies. 
Their foreign income presently is subject to taxation at full normal and 
surtax rates, less credits or deductions for foreign income taxes, in the 
same manner as other corporate taxpayers. 
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When these companies write business in foreign countries as a gen- 
eral rule, they do so either on a branch-oflice basis or through an 
association such as the American Foreign Insurance Association, 
AFIA, or American International Underwriters, ATU. 

Some companies write on a branch-oflice basis in all countries; others 
combine the two methods, a common procedure being to write on a 
branch-office basis in Canada and Cuba, and through an association in 
the rest of the world. 

An association consists of a group of insurance companies which 
have pooled their resources to write a in foreign countries un 
der the supervision of trained experts in the foreign field. Because of 
the risk involved, a better distribution of the hazard is obtained where 
companies operate in a pool or association on a percentage basis. 

The Cuatrman. Is it a direct insurance or an underwriting insur- 
ance or what kind of insurance ? 

Mr. Berry. It is all kinds of property insurance and it is written 
through agencies and branch offices in these foreign countries. 

The Cuairman. Does a citizen of France get a policy from this, or 
do you simply underwrite the risk ¢ 

Mr. Berry. Do we reinsure something ? 

The Cuarrman. Yes. 

Mr. Berry. We write direct to the fellow who wants to buy insur- 
ance. 

The Cuarrman. Mr. Stam, what is the reason why these gentlemen 
have not had the suggested benefits ? 

Mr. Stam. We have had some meetings with these gentlemen, and 
we are trying to look into their problem and see what investments they 
have abroad. The way the bill is framed, it gives no relief to the peo- 
ple who merely manufacture goods in this country and sell them 
abroad. That is the whole exporting problem, the theory being that 
they should have a substantial investment abroad before they get relief 
because they are risking their capital. We are looking into this prob- 
lem. We had a meeting with these gentlemen the other day and are 
trying to see what their situation is. We are working on it now. 

The Cuarrman. Go ahead, Mr. Berry. 

Mr. Berry. I should confirm Mr. Stam’s statement. We are en- 
deavoring to get him the figures he wishes. Some of them are in this 
memorandum. 

Most countries require such companies to make substantial qualify 
ing deposits on entry and additional deposits to cover their unearned 
premium and loss reserves. As these reserves increase in size the de 
posit requirements also increase, It is estimated that in Canada alone 
these companies have at least $200 million invested—the major part of 
which is deposited with the Dominion authorities for the protection 
of policyholders. 

The Cuarrman. In what kinds of securities? 

Mr. Berry. Mostly Dominion securities, 

The Cuarrman. Is that the same situation abroad ? 

Mr. Berry. Yes; largely in the securities of those countries. 

There is no business which by its very nature becomes a more 
integral part of the economic structure of a country than the business 
of insurance. It is the vehicle for the credit required by other busi- 
nesses and it constitutes the vital protection of the investment of those 
businesses in their physical assets. No other business places more 





746 INTERNAL REVENUE CODE OF 1954 


capital at risk than do these insurers. Protection is afforded against 
the hazards of fire, explosion, windstorm, ocean and inland transporta- 
tion, liability, theft, surety, and allied lines. 

While the foreign figures for the entire business are not available, 
association figures can be used to show a pattern of operation. The 
figures of one of the associations, AFLA, show premium writings in 
foreign countries for 1953—excluding Canada—of approximately $30 
million. On that volume of premiums there was an estimated amount 
at risk of $6 billion. This association has some 1,500 employees en- 
gaged abroad, and in its thirty-odd years of existence has incurred 
approximately $165 million losses in these foreign countries. In addi- 
tion, all of the assets of its member companies wherever located are 
exposed to the risks of the business. 

The insurance companies’ investment in any foreign country con- 
sists of real estate, either owned or leased; deposits, payment of sal- 
aries to its essential staff of employees; the payment of other operating 
expenses, including taxes ; the payment of insurance losses; and funds 
and profits which are subject to withdrawal restrictions by blocking 
of currency by foreign governments. 

It would indeed be ironic to allow the benefits in question to the 
ordinary commercial enterprises and to deny those benefits to the 
insurers who make possible the establishment, growth, and develop- 
ment of those commercial enterprises. 

It is respectfully requested that these particular subsections be 
amended by adding before subchapter L the words “part I or part II 
of” so as to read as follows: 

Is subject to the tax imposed by part I or part II of subchapter L (sec. 801 
and following relating to insurance companies). 

Mr. Chairman, I want to thank you on behalf of our companies. 
We do hope to continue our negotiations with Mr. Stam and his 
staff. 

The Cuarrman. Fine, 

Senator Bennetr. Mr. Chairman, may I ask one question? 

The CHatrMan. Certainly. 

Senator Bennerr. Are you required in many countries to make sub- 
stantial investments in the assets of those countries, or is the limit of 
your requirement the deposits with the Government ? 

Mr. Berry. No; we will make investments in Government securities 
and make deposits of whatever nature they may require. Largely, 
they require securities of the country in which we are doing business. 

Senator Bennerr. May I ask my question another way. Do you 
make any substantial investments in the securities or Government 
securities of the country beyond the amount required for your 
deposit ? 

Mr. Berry. We have to. Taking Canada, as we write more business 
we are required to increase our reserves and we are required to increase 
our amount of securities which we invest in, in Dominion securities. 
Then, too, we will buy real estate in certain parts of the globe for the 
operation of these companies. Are you thinking in terms of a com- 
pany, let’s say, in South Africa that has gone in the manufacturing 
business and we buy the stock of that company? 

Senator Bennett. Insurance companies in this country make their 
investments in private stocks and bonds as well as in Government 
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stocks and bonds. I wondered to what extent you share in this trans 
fer of American capital abroad by investing your assets in privately 
owned securities, or securities representing privately owned businesses. 

Mr. Berry. Of course, every time we make a loss good, we are mak- 
ing an investment. Can I call on a representative of the Great Amer 
ican Insurance Co. who is here, which company is a member of AFIA, 
and can probably answer your question direct? May I introduce Mr. 
Niederlitz, who I think can answer that question ‘ 

Mr. Nreperuirz. Mr. Chairman, as a rule we do not make invest 
ments in foreign corporate stocks except where it is necessary to do so 
in order to operate in certain countries. In those cases it is necessary, 
sometimes, to have your own insurance company in that country. 

The CuatrMaNn, By requirement of law? 

Mr. Nieperuirz. Well, it is not always a requirement of law, but in 
order to meet the competition in those countries. However, to get back 
to the investment in other corporate stocks, that is not usually done 
because of the restriction that we have in our own tax bill here in the 
United States. As you know, any dividends from foreign stocks do 
not have the 85-percent credit, so that limits the investments in cor- 
porate securities. 

Senator Bennetr. What about foreign corporate bonds? 

Mr. Nieperuirz. We do have in a limited way foreign corporate 
bonds. It is mostly in the government bonds of the countries where 
they are doing business. 

Senator Bennerr. Thank you, Mr. Chairman. 

The Cuamman. Thank you very much. 

Mr. Berry. Thank you, Senator. 

The CuarrMan. Mr. Robert Wyatt. Sit down and make yourself 
comfortable, Mr. Wyatt, and identify yourself to the reporter. 


STATEMENT OF ROBERT H. WYATT, THE NATIONAL EDUCATION 
ASSOCIATION, ACCOMPANIED BY LEONARD CALHOUN, COUNSEL, 
THE NATIONAL EDUCATION ASSOCIATION 


Mr. Wyatt. Mr. Chairman, and members of the committee, I am 
Robert H. Wyatt, executive secretary of the Indiana State Teachers 
Association. My testimony today deals with section 38 of H. R. 8300. 
It is a privilege for me to appear here today as spokesman for the 
National Education Association of the United States. The NEA rep- 
resents more than 550,000 voluntary members of the teaching pro- 
fession, and, through affiliated State and local organizations, enrolls 
a total of nearly a million teachers, superintendents, and other school 
officials. 

Teachers as a group have been foremost in the struggle to secure 
equal tax treatment for all retired people. Since the introduction of 
the Mason bill, H. R. 5180, in the House of Representatives last May, 
we have cooperated with a number of other organizations in studying 
the desirability and justice of the retirement-income-exemption pro 
visions put forth by Representative Mason. 

Many national and State organizations join the NEA in applauding 
the acceptance by the House of Representatives of the basic philosophy 
of exempting from taxation the retirement income of those persons 
not now protected by previous legislation or Treasury rulings. 
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However, we do feel that certain basic differences between the orig- 
inal Mason bill and section 38 of H. R. 8300 should be rectified by 
your committee Attached to my statement is a copy of section 38 
containing 4 underlined revisions which I will discuss. 

The first and most important of these deals with the omission of 
persons retired under pension plans prior to attaining age 65. This 
omission could be corrected by inserting in section 38 (a) the words 
“or who has been retired under a retirement system.” 

In our opinion, the failure to include this provision would defi- 
nitely unbalance the legislation and leave unremedied the plight of 
all those persons who must retire before reaching age 65. 

Let me elaborate on this briefly. Most persons who retire before 
65 must take a reduced pension, and Suaiene may be in particular 
need of the exemption. People in certain occupations such as firemen 
and policemen are frequently required to retire at an earlier age than 
most other occupations, and this fact is reflected in their retirement 
systems. 

I do not need to stress for you the rigorous and hazardous nature 
of the daily lives led by our police and firemen. While the teaching 
profession may not be physically as dangerous as these jobs, it has 
its wearing effects, and many teachers who have served 20, 25, or 
30 years in their school systems retire for long service, though they 
have not reached age 65. Some teachers, for example, reach a state 
of health which may disqualify them for efficient service as teachers, 
but which does not qualify them as disabled persons. Surely these 
prematurely aged people should not be discriminated against. 

The Cuarrman. What are the usual retirement causes in the usual 
retirement system, as it affects schoolteachers? How many years of 
service? At what age is retirement compulsory and at what age is 
it optional and so forth? 

Mr. Wyatr. Compulsory ages of retirement range from around 
65 to 75, where there are any compulsory ages. Minimum service 
ordinarily is 20 years or more; very few systems require less than 20 
years. 

The CHarrMan. What is the average age when a schoolteacher com- 
mences to teach ? 

Mr. Wyatt. For the great bulk of the teachers now teaching, their 
ages were possibly in the neighborhood of 19, 20, or 21. But edu- 
cational requirements have increased in the past 20 years so that the 
teachers beginning in the last 10 or 15 years wee been older, 22 or 23 
being about the spot, I believe, where they would begin. 

Many teachers, firemen, policemen, and other workers are required 
by Federal and State law and municipal ordinances to retire at a 
specified age, or after a specified number of years of service. Our 
best estimates show that about 1 teacher in 5 is retired before age 65. 
As a superintendent said to me recently, “Few of our teachers quit 
voluntarily before reaching age 65. Most of them are either com- 
pelled by law to retire, or they are just worn out.” 

For firemen and police, the percentage of retirements under age 65 
is much higher, running well over 60 percent. 

Under civil-service law, workers may retire at age 60 after 30 years’ 
service. Particularly in hazardous jobs under civil service we find a 
large number of such retirements. In fact, approximately one-third 
of all civil-service workers are retired before reaching age 65. 
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Mr. Chairman, my answers to your question might have been slightly 
misleading Ww hen I stated that 20 was a minimum. Retirement after 
20 years’ service would place the teacher on a very low retirement 
income and is the exception. Thirty years is a fairly standard period 
for retirement. Those who retire earlier than that because of actuarial 
situations receive much smaller pensions, almost negligible. 

Senator Frear. Mr. Chairman, does he mean that they retire after 
30 years of service or are eligible for retirement ! 

Mr. Wyarr. They are eligible for retirement. 

Senator Frear. If they start teaching at the age of 23, they are then 
53. What do they do between the ages of 53 and 65? 

Mr. Wyatt. As I stated a moment ago, about one-fifth of the 
teachers retire before 65. ‘The number is small. 

Senator Frear. You mean about one-fifth of those eligible for 
retirement 

Mr. Wyarr. I mean about one-fifth of those who retire are below 
age 65. 

“Senator Freak. That are members of some type of retirement system ¢ 

Mr. Wyarr. Yes; that are covered by a retirement system. Your 
question probably is pointed toward what they do and whether they 
are earners in that period. Some of them would be earners. The 
provisions of this bill, of course, would exclude them from the ex- 
emption provided they earned 

Senator Frear. But is it not true that after having taught 30 years 
and they are eligible for retirement and they begin teaching at an 
early age and have some years between the 30-year expiration of their 
time or their requirements for retirement and age 65, that they have 
to continue to teach to make a living ? 

Mr. Wyatt. Yes; that is correct. That is why I was saying their 
annuity would be s0 substantially reduced by actuarial factors that 
they either must teach or they don’t have much of a living; that is true. 

The Cuarrman. Does that condition continue until they are 65? 

In other words, do they come into an enhanced benefit when they 
are 65? 

Mr. Wyatt. In practically no case is their annuity increased at 
age 65. I think there might be a few exceptions in which social 
security at age 65 might enter in a small measure. Otherwise, they 
do not change. 

Senator Horry. Do most of the State systems permit retirement 
at 60? 

Mr. Wyrartr. Yes; that would be a very accurate statement, Senator. 
We feel, Mr. Chairman, that conforming section 38 to the Mason bill 
provisions relating to the persons I have just described is desirable 
and defensible in all justice. 

I request the permission of the committee to include in the record 
a detailed cost estimate just completed by the NEA Research Divis- 
ion. This estimate breaks down the costs for retired persons over age 
65, the costs for those between 55 and 65, and gives the total for both 
groups. 

We placed the minimum figure at 55 because those under that point 
are so negligible as hardly to be found. 

You will note that if the exemption proposed in section 38 were 
also made available to persons between 55 and 65, it would result in 


a tax reduction of about $17,500,000. 
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The Cuarrman. Is that in the teaching business or the whole range 
of that problem ? 

Mr. Wyatt. That is the teaching business or the whole range of that 
problem ? 

Mr. Wyarr. That is the whole range, all of the persons affected in 
the United tSates in all occupations, policemen, firemen, civil-service 
workers, or any others The attached statement breaks that down to 
a very detailed extent showing various income groups and age groups. 

There are three further adjustments which we believe should be 
made in section 38. They are these: 

(1) In section 38 (d), restore the original $1,500 exemption figure 
in lieu of $1,200. Since the total pension under the Railroad Retire- 
ment Act is exempt from taxation, we believe that the committee would 
want to consider more nearly equalizing the taxation procedures for 
all retired persons by raising to $1,500 the limitation adopted by the 
House of Representatives. 

Senator Bennett. Mr. Wyatt, do your yellow sheets show the esti- 
mated loss to the Government if this figure is raised from $1,200 to 
$1,500? I understand the figures you quoted us are based on $1,200. 

Mr. Wyartr. That is correct, and the attached statement does not 
indicate the tax reduction brought about. We will be very happy to 
make a study of that point and file it with the committee. 

Senator Bennett. Does the committee have that figure, Mr. Stam ? 

Mr. Sram. We did make some estimates on that. I don’t recall 
what they are. I think the loss was much more substantial. 

Senator Bennett. Since the recommendation has been made for a 
$300 overall increase in exemptions regardless of the age pattern, I 
think we should try to have that figure. 

Mr. Wyratr. The estimate in the statement is that about 1,100,000 
persons would be affected by the first. proposal. Of course, after the 
$1,200 exemption, the income would drop off materially since annuities 
are not large. We will be very happy to file a statement on that. 

(2) Insection 38 (d) (2), remove the $900 ceiling on earned income 
for retired individuals age 75 or over by adding the phrase “unless 
such individual has attained age 75.” This would give all retired 
persons age 75 or over the same unlimited earning privileges as those 
not afforded persons covered by social security. 

(3) In section 38 (b), after the words “in excess of $600” insert 
the phrase “or has been retired under a retirement system.” This 
would avoid discrimination against those persons who must retire 
from active work before they have been able to fulfill the 10-year rule. 

In conclusion, I would like to point out that a number of other 
national organizations have joined the NEA in studying the desira- 
bility of the proposed changes. 

I have a statement, Mr. Chairman, that I would like to file for 
John A. Wood, secretary of the National Council on Teacher 
Retirement. 

The Cuarmman. I will be put in the record. 

(The statement referred to follows :) 


STATEMENT BY JOHN A. Woop III, Secretary, NATIONAL CouNcIL ON TEACHER 
RETIREMENT, TRENTON, N. J. 


The National Council on Teacher Retirement of the National Education Asso- 
ciation, through its executive and legislative committees has instructed me to 
file a brief statement stating their views with respect to section 38 of H. R. 8300. 
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The council includes in its membership 48 States and local teacher retirement 
systems. Being identified with the National Education Association it works 
closely with the departments and commissions of the NEA in matters affecting 
the retirement of our public schoolteachers and the welfare of our retired 
teachers. With other national organizations of public employees, we have fol- 
lowed closely the progress of the Mason bill, H. R. 5180, now embodied with 
modifications in section 38 of H. R. 8300. 

We wish to emphasize the need of the proposed exemptions of retirement in- 
come not only for those who have attained age 65 but also for those persons 
under age 65 who have been retired under a retirement system. Staff pension 
funds for private and public employees are tailored to fit the needs of the pro- 
fession, business, or vocation in which a career of service has been rendered. 

Some of these services are so hazardous in nature that they cannot be ade- 
quately performed by any person after attaining middle fifties or early sixties. 
Other services are so exhausting that 30 or 35 years of employment is all that 
some people can render. 

Most of these staff pension funds make adequate provision for retirement if 
disability is incurred before age 65 or a specified number of years of service have 
been attained. These are real retirements. Persons so retired must live and 
meet their obligations on reduced income with no opportunity or ability to 
supplement retirement income by earnings. 

We beg the Finance Committee to restore the exemptions for persons retired 
under a retirement system or pension fund, and to not limit the credits to those 
who have attained age 65. 

Both the NEA in convention at Miami Beach in July 1953 and the National 
Council on Teacher Retirement in convention at Atlantic City in February 1954 
passed resolutions advocating that $1,500 of retirement income be exempt from 
Federal tax. 

With the bill containing an adequate work clause as proposed, much of the 
needed relief is lost if the exemptions are not allowed until retired persons attain 
age 65. We therefore ask that $1,500 not $1,200 of retirement income be exempt 
from tax and that the exemptions be not limited to retirement income earned 
after age 65. 

Following are the NEA and the National Council on Teacher Retirement offi- 
cial resolutions on exemption of retirement income as adopted in annual con- 
vention in July 1953. 


NEA RESOLUTION, ANNUAL CONVENTION, JULY 1953 


The National Education Association advocates an amendment of the Federal 
tax laws so as to permit up to a total of $1,500 in addition to the regular exemp- 
tions of the retirement income of all retired persons to be exempt from the 
Federal income tax. 


RESOLUTION NO. 6 OF THE NATIONAL COUNCIL OF TEACHER RETIREMENT 
INCOME-TAX EXEMPTIONS 


“Whereas certain large groups of retired persons are now granted income-tax 
exemptions not allowed to other retired persons; and 

“Whereas many retired persons living on fixed dollar benefits are in dire cir- 
cumstances because of heavy Federal taxes and decreased purchasing power ; 
and 

“Whereas President Eisenhower has called for the removal of inequities in 
the Federal tax structure in order to make tax burdens fairer for millions of 
taxpayers; and 

‘‘Whereas passage of H. R. 5180 now before Congress would do much toward 
eliminating this tax inequity and would give fair and equal tax treatment to all 
groups of retired persons: Be it 

“Resolved, That the National Council on Teacher Retirement in convention 
assembled February 15, 1954, continuing its efforts to obtain equal tax exemp- 
tion, heartily endorses H. R. 5180 and vigorously supports its passage.” 


Mr. Wyartr. The following organizations have directed me to say 
that they concur in the recommendations which I have made: Na- 
tional Retired Teachers Association, National Council on Teacher 
Retirement. National Conference on Public Employee Retirement 
Systems, Fraternal Order of Police, International Association of Fire 
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Fighters, National Conference of Police Associations, American Li- 
brary Association, National Association of Retired Civil Employees. 

Senator Carison. Mr. Chairman, I wonder if Mr. Wyatt has any 
figures as to the number of people who would be affected if we reduced 
the age limit from 65 to 55. How many people in the teaching pro- 
fession or of all of these professions on whose behalf you are appear- 
ing would be affected ? 

Mr. Wyatt. The statement indicates 1,100,000 persons. I would 

like to call on Miss Bradley of our resear ch division. 

Miss Braptey. I think that is contained in section 3 of the state- 
ments. 

Senator Cartson. Mr. Wyatt, I understand you are submitting this 
statement for the record and it will be available in the record ? 

Mr. Wyatt. That is right. 

Senator Carson. That is all, Mr. Chairman. 

The CuarrmMan. Thank you very much, Mr. Wyatt. 

(The attachments to Mr. Wyatt’s statement follow :) 


Section 38 or H. R. 8300—InTeRNAL Revenve Cope or 1954 


(The italicized portions indicate the changes recommended by the National 
Educational Association and by a number of other national organizations. ) 


SEC. 38. RETIREMENT INCOME 


(a) GeNeERAL Rute. In the case of an individual who has received earned 
income before the beginning of the taxable year and who has attained the age of 
65 before the end of the taxable year, or who has been retired under a retirement 
system, there shall be allowed as a credit against the tax imposed by this chapter 
for the taxable year an amount equal to the amount received by such individual 
as retirement income (as defined in subsection (c) and as limited by subsection 
(d), multiplied by the rate provided in section I for the first $2,000 of taxable 
income ; but this credit shall not exceed such tax reduced by the credits allowed 
by section 33 (relating to foreign tax credit), section 34 (relating to credit for 
dividends received by individuals), and section 35 (relating to partially tax- 
exempt interest). 

(b) InprvipvaL Wao Has Recetvep Harnep Income. For purposes of sub- 
section (a), an individual shall be considered to have received earned income 
if he has received, in each of any 10 calendar years before the taxable year, 
earned income (as defined in section 911 (b)) in excess of $600, or has been 
retired under a retirement system. A widow or widower whose spouse had 
received such earned income shall be considered to have received earned income. 

(c) RerrremMent Income. For purposes of subsection (a), retirement income 
means income from— 

(1) pensions and annuities, 

(2) interest, 

(3) rents, and 

(4) dividends, 
to the extent included in gross income without reference to this section, but 
only to the extent such income does not represent compensation for personal 
services rendered during the taxable year. 

(d) Lamrration or RetrremMeNT INcomMe. For purposes of subsection (a), the 
amount of retirement income shall not exceed $1,500 less— 

(1) any amount received by the individual as a pension or annuity— 
(A) under title II of the Social Security Act, 
(B) under the Railroad Retirement Acts of 1935 or 1987, or 
(C) otherwise excluded from gross income, and 
(2) any amount of earned income (as defined in section 911 (b)) in 
excess of $900 received by the individual in the taxable year unless such 
individual has attained age 75. 

(e) RULE FoR APPLICATION oF Supsection (d) (1). Subsection (d) (1) shall 
not apply to any amount excluded from gross income under section 72 (relating 
to annuities), 101 (relating to life insurance proceeds), 104 (relating to com- 
pensation for injuries or sickness), 105 (relating to qualified employers’ accident 
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and health plans), 401 (relating to certain employee annuities and insurance 
contracts), 402 (relating to employees’ trusts), or 1241 (relating to private 
annuities). 


ESTIMATES oF TAX LOSS TO THE FEDERAL GOVERNMENT OF THE PROPOSAL To EXEeMPrY 
UP TO $1,200 oF THE INCOME or RErixED PERSONS 


(Prepared by the Research Division of the National Education Association of 
the United States) 


H. R. 5180, sponsored by a number of public employee groups, proposed to 
remove certain inequities by allowing a $1,500 exemption from Federal income 
taxes of the income of retired persons. The general idea was incorporated 
into the House revenue bill (H. R. 8300) but with certain changes: (a) The 
amount was reduced to $1,200; (b) the maximum exemption which any tax- 
payer might have at present tax rates was limited to $240, and the exemption 
was limited to persons 65 years of age and over (H. R. 5180 applied also to 
persons 55 to 64 years of age who were retired under a public or private re- 
tirement plan). 

Part I of this memorandum summarizes the main conclusions of the estimates. 
2art II consists of a summary statement and statistical tables when the $1,200 
is applied to those 65 years of age and over. Part III shows the tax loss to 
the Government if the exemption were applied to those 55 to 64 years of age. 

The present memorandum is a series of careful estimates based upon pub- 
lished data of the Bureau of the Census and the Social Security Administra- 
tion. Because of the limitations of the basic statistics it has been necessary 
to make a number of assumptions so as to complete the calculations. These 
assumptions are included in each part of the present memorandum. 


PART I. SUMMARY OF THE ESTIMATES 


If the $1,200 exemption is made available to retired persons 65 years of age 
and over, the Federal Government would not receive approximately $64 million 
in income taxes. 

The same exemption applied to those retired under retirement systems who 
are between the ages of 55 and 64 years would result in a tax loss of approxi- 
mately $17,500,000. 

The total tax loss for the 2 age groups is estimated as $81,500,000; it might be 
as low as $75 million and it might be as high as $90 million. 


PART II. ESTIMATED TAX LOSS ON PERSONS 65 YEARS OF AGE AND OVER 


Of the 13 million population 65 years and over, one-fourth (25.4 percent) 
have no income and presumably are supported by other individuals. Approxi- 
mately 17.9 percent are living on current earnings only rather than retirement 
income.’ Twenty percent are on public assistance* and presumably pay no 
income taxes. 

All of the above groups (63.3 percent of all persons in this age bracket) would 
constitute no loss in tax to the Federal Government under the provisions of 
H. R. 5180. 

An additional one-third (33.7 percent) of all persons 65 years and over are 
receiving OASI, railroad retirement, or veterans’ benefits which are tax exempt. 
Persons retired under these plans at the lower income levels pay no income 
tax, while it is reasonable to assume that most of those at the upper income 
levels already are receiving tax-exempt income up to, or in excess of, the $1,200 
limit. (See assumptions 4 through 8.) The loss in tax to the Federal Govern- 
ment from these groups, therefore, would be slight. 

The remaining 3 percent of persons 65 years and over would be the group 
receiving the most benefits under H. R. 5180 and would represent the bulk of 
the loss in taxes. 

Of the 13 million persons 65 years and over, the research division of the 
National Education Association estimates that approximately 1,100,000 would 





1Income distribution, number of persons 65 and over with and without incomes, and 
number with earnings only, from U. 8. Department of Commerce, Bureau of Census Series 
P-60, Nos. 11 and 14, Income of Persons in the United States: 1951 and 1952. 

? Number of persons receiving income from the various social insurances, etc., estimated 
mainly from Federal Security Agency, Social Security Administration, Social Security 
Bulletin, June 1953, vol. 16, No. 12, p. 28. 
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benefit under H. R. 5180. On the average these would save about $60 annually 
in Federal income taxes. The total tax loss to the Federal Government would 
be about $64 million; the range of this estimate may be from $60 million to $70 
million. 

Tables 1 through 4 present detailed figures on which these estimates are based. 
Assumptions used for persons 65 years of age and over 

1, That the distribution of income for retired persons over 65 is the same as 
for all persons over 65. 

2. That all women over 65 reported as having incomes were single, widowed, or 
divorced. 

3. That all persons receiving OAA only and OASI plus OAA would have no tax- 
able incomes. 

4. That single persons, both men and women, and married men with wives un- 
der 65 receiving OASI only having the various total incomes would be receiving 
the following amounts from OASI which would be exempted from tax: 


Total incomes: Income from OASI 
Pee GEO ote ok ee ed Se Less than $500. 
I as i tle tae Aida dis ncnee $500. 
SD EY MN eo orem sian tapi ws sateen me Ab atcanapuaieehaaiieeaoeoines $650. 
$2,500 to $2,999 Ler aniphpamssntes sb ahapanteabio arena eraat eetatck ae eden ke. $890. 


ee LU nace ni a enti pm eth abcess ailinies eee aiten eit a $1,020. 


5. That for these same marital groups covered by OASI plus other plans, the 
exempted amounts would be increased 10 percent. This assumes that 10 percent 
of the other plans would be of the tax-exempt type and that the benefits re- 
ceived would be the same as those from OASI. Persons with the following total 
incomes would be receiving the various amounts which would be exempted from 
tax. 


Total incomes: Tax-exempted income 
OO ii an i mesial ln tac al aie ee ee Less than $550. 
A I inn ceils cs tinal cetera intents aera aia $550. 

Se RII it ncicininentiidi kiln mdse teint tinal haneinaictanidhimiralteliasieasdeiallsiieasie $715. 
I I ia cadet ier heal a ceishaihdl dali, eae $979. 
OE OF OU Sccthntbh ciececinhiatiiapeertiiehindiieabndiie Maaiiaeiaasn $1,122. 


6. That married men with wives over 65, whose income is high enough to pay 
tax, would be receiving at least $1,500 exempted income from OASI, veterans’ 
compensation or pension, and railroad retirement. Therefore, there would be 
no loss in tax from these groups. 

7. That single persons and married men with wives under 65, covered by rail- 
road retirement Only or veterans’ compensation or pensions only, would be re- 
ceiving the following total incomes of which certain amounts would be exempted 
from tax. 


Total incomes: Taaz-exempted income 
a Less than $500. 
SEO Ser a ied ae a tte, cai cb $500. 

: 2,000 SS a bee el = a ed ak $650. 
I $1,020. 

ease Wp eis as Ue ees FO) aii ie $1,260. 

OR GP te: Gee kkk ea ite $1,380. 

96000 aed O00P 2s cei dbbick ebie did eee $1,500 and over. 


8. That for these same marital groups, covered by railroad retirement plus 
other plans and veterans’ compensation and pension plus other plans, the ex- 
empted tax would be increased 10 percent. (Use same assumptions as given in 
5 above.) Persons receiving the following total incomes would have the various 
amounts listed below exempt from tax: 


Total incomes: Taz-erempted income 
Bei Bae ise eseettl hi oee Ba ae. 58 Less than $550. 
Ch Bee SS Gains dtd di a ee Ls $550. 
ie ea als $715. 
SRD: Ce isie aiid kc wrdn cbnicltitocitn tiamatabntianl $1,122. 
BRG00: 00 GB ANG sical eat eee ee $1,386. 


A a ee ee ae OS hae $1,500 and over. 
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9. In calculating the tax the following were used: 
(a) A standard 10-percent (not to exceed $1,000) deduction. 
(b) The following dependency exemptions: 


Bee Se AC CET SON PEE wekencon ae 
Married men with wives under 65. --~--~- stibcciudineca” Ge 
Married men with wives over 65...u_................_.. 2, 400 


(c) That single persons, which included widowed and divorced persons, had 
no other dependents and that married men had no dependents other than wives. 

(ad) That all married men filed joint returns. 

10. The effect of the so-called 3-percent annuity rule was omitted in all calcu- 
lations. Had this ruling been applied, the tax loss would be somewhat reduced. 


TABLE 1.—LHstimated total number, income status, and source of income fo 
population 65 years of age and over by ser 





All persons | Numberofmen | Number of women 
Item uae a ane re — 
Number | Percent | Number | Percent | Number | Percent 
(1) Sd ae .—......Sh-— 4g 
| | | 
1. Estimated total persons 65 and | | 
ee a ‘ 12, 986, 000 | 100.0 | 6,080, 000 100.0 | 6, 906, 000 100. 0 
(a) Persons without income | | 
(supported by others)..| 3, 301, 000 25. 4 | 481, 000 7.9} 2,820, 000 | 40.8 
(6) Persons with incomes of | | 
ci caccanait 9, 685, 000 | 74.6 | 5,509,000 | 92.1 | 4,086,000 | 59. 2 
2. Source of income: | | 
(a) Persons with income | | | 
from earnings only...... 2, 328, 300 17.9 1, 842, 100 | 30. 3 | 486, 200 | 7.1 
(0) Retired persons with in- | | 
EE ..-| 7,356, 700 | 56.7 3, 756, 900 61.8 3, 599, 800 | 62.1 
OAA only; OAA | | | 
plus OASL. . 2, 600, 100 20.0 | 1, 100, 100 18. 1 1, 500, 000 21.7 
OASI only; OASI 
plus other plans | | 
(excluding OAA). 3, 814, 800 29.4 2, 125, 000 | 34.9 1, 689, 800 24.5 
Railroad retirement | | 
only; veterans’ | | 
compensation only; | 
railroad retirement 
plus other plans; 
veterans’ compen- | | | 
sation plus other | 
plans. - 560, 000 4.3 | 350, 000 5.8 210, 000 3.0 
All others - .. . 381, 800 | 3.0 181, 800 | 3.0 200, 000 2.9 
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TABLE 4,-Lstimated number of retired persons 65 years and over who would 
benefit, average amount of benefit, and tar loss to Federal Government under 
the proposal to exclude $1,200 from taxation deductible at the bottom taz rate 











| Number of| Average | | re _— : 
Cype of retirement plan Sex and marital status | persons | amount a. . pg 
| | benefiting | of benefit re = 
| | ment 
| | 
1 (2) 3) (4) (5) 
| | | 
| | | 
|(Single men.. 351, 810 | $32 | $11, 100, 000 
[Married men with wife under 65 133, 720 18 2, 400, 000 
OASI (tax exempt) ‘ ‘Married men with wife 65 or | | 
| over 0 0 | 0 
Women | 315, 560 2h 7, 800, 000 
| (Single men. 26, 470 | 34 | 900, 000 
Railroad retirement and/or vet- Married men with wife under 65. 0} 0 0 
erans’ compensation (tax ex- |;Married men with wife 65 or | 
empt).. | over 0 0} 0 
Women | +4, 000 20 1, 000, 000 
Single men.. 48, 060 204 9, 800, 000 
Married men with wife under 65. 27, 400 201 5, 500, 000 
All others (not tax exempt) {Married men with wife 65 or | 
over 49, 100 | 202 9, 900, 000 
we 06, 300 | 162 | 15, 600, 000 
| 
Total | 1, 082, 420 | 59 64, 000, 000 


| 


Estimate of tax loss on persons aged 55 to 64 

On the basis of information obtained mainly from the Social Security Admin 
istration, the NEA research division estimates that there are 675,000 persons 
aged 55 to 64 receiving benefits under public and private retirement plans. It 
further estimates that 200,000 of these persons have income from earnings in 
excess of the limitations provided in the revenue bill and, therefore, would not 
benefit if the provisions were extended to include persons aged 55 to 64 retired 
from public and private retirement plans, 

Of the remaining 475,000 persons, it is estimated that 50,000 are widows with 
minor children receiving tax-exempt benefits under OASI, and 200,000 are 
receiving tax-exempt benefits under railroad retirement and veterans’ compensa- 
tion. If the proposed $1,200 exemption were extended to include the 250,000 
persons in these groups, only about 30,520 would benefit and the amounts saved 
by these individuals, on the average, would be small. The estimated tax loss 
to the Federal Government would be less than $2 million ($1,815,775). 

The remaining 225,000 persons aged 55 to 64 are believed to be receiving 
benefits under public and private plans which are not tax exempt. If the 
proposed exemption were extended to include this group they would receive 
the most benefits and would represent the major part of the loss in taxes, 

In brief, the extension of the exemption to persons aged 55 to 64 would benefit 
an estimated 138,580 persons. On the average these would save about $126 
annually in Federal income taxes. The total tax loss to the Federal Government 
would be about $17%4 million ($17,443,750) ; the range of this estimate is believed 
to be between $15 million and $20 million. 

Tables A through D present detailed figures on which these estimates are 
based. 


Assumptions used for persons aged 55 to 64 

1. Most men in this age group are married men and heads of families. We 
assumed that all retired men are married men with dependent wives, but no 
other dependents, and that they all filed jointly with wives. 

2. Most women in this age group with incomes are single, widowed, or di- 
vorced. We assumed that all retired women fall into these categories for our 
calculations. These women had no dependents. 

3. We assumed that 50,000 women are widows with minor children and receiv- 
ing income from OASI. However, we figured no loss on this group, as income is 
too small. 

4. We assumed that the distribution of income for retired men and for retired 
women 55 to 64 is the same as for all men and for all women 65 years and over 
in age. 


NE RIT: 
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5. The persons covered by railroad retirement and veterans’ compensation 
receiving the following total incomes would have the various amounts listed 
below exempt from tax: 






Total income: Taav-exrempted income 
Below $1,500 oa Less than $500 
$1,500 to $1,999_._-—- S500 
; $2,000 to $2,499___. S650 
$2,500 to $2,909... a eeasantie $1,020 
$3,000 to $3,499___. oon $1,260, 
$3,500 to $3.999 = seeps $1,380 


$4,000 and over. .-—- $1,500 and over 


6. In calculating taxes the following were used: 

(a) A standard 10-percent (not to exceed $1,000) deduction 

(b) Personal exemption of $600 for women, $1,200 for men 

7. The effect of the so-called 3-percent annuity rule was omitted in all caleu 
lations. Had this ruling been applied, the tax loss would be considerably 
reduced. 


Taste A.—lHstimated number of persons aged 55 to 64 retired under public or pri 
vate retirement plans, and estimated number of such persona whose income 
from earnings exceed the statutory limitations (by sea and type of retirement 


plan) 
} 
|} Total number of per Persons receiving re Retired person nans | f 
| sons receiving in tirement income to 64 with no earn 
| comes from retire with earnings In ex or earnings not In ex 
l'ype of retirement ment plans cess of limitatior et of limitation 
} 
ha Zz 
| Total Men |Women! Total Men Worm Total Men |Women 
} 
| 
(1) (2) ; { 5) 6 7 8 (9) | (10 
. 
OASI (tax exempt) ' 50, 000 0) ' 50, 000 0 0 0! 1 50, 000 0} § 50, 000 
Railroad retirement and/or | | 
veterans’ compensation | | 
(tax exempt) 250, 000) 100, 000) 150, 000 10, 000) 25, 000 25, 000) 200,000! 75, 000) 125. 000 
All plans not tax exempt | 375, 000) 225, 000) 150, 000) 150, 000) 100, 000 0, 00 25, OOO} 125 000) 100, 000 
} 
| | 
Total 675, 000) 325, 000) 350, 000) 200, 000) 125, 000 75, OOF 17 , OOO} 200, 000] 275, 000 
} 





| Widows with minor children 


Taste B.—Distribution of persons aged 55 to 64 retired from public and privat 
retirement plans by income level, sex, and type of retirement plan 











Men Women | 
| | 
Railroad lroad | 
) ( | 
Income level retirement All plat | .s _ ret rement All pl | Total 
and/or veter 4 Fone v rhe i. | and/or veter H plans | 
ans’ compen Bar Vax — tax ans’ compen-| BO’ bax 
sat t exempt dren t t exempt 
“esempt) exempt) weeny 
| 
(1) (2) (3) (4 | f 
aan a ca et i ee | 
f, 7 TE a 
a << : l} 32, 100 50, 000 I 7 oo aoe } 107, 050 
$1,000 to $1,499 11, 025 9, 750 | 7,800 | 46, 950 
$1,500 to $1,900. 6, 375 6, 000 | 4’ 800 27° 800 
$2,000 to $2,499__ | 5, 250 4,125 | 3, 300 21. 42 
$2,500 to $2,999_. i 4, 650 2, 250 | 1, 800 | 16, 450 
$3,000 to $3,409 al 5, O25 3, 500 2, 800 | 19, 700 
$3,500 to $3,999. _..._. 2, 250 1, 000 | 800 | 7, 800 
$4,000 to $4,499. __- 4 1, 800 1, 250 | 1, 000 | 7, 050 
$4,500 to $4,000... penned 1, 275 375 300 | 4,075 
$5,000 and over ; | 5, 260 | 1, 500 1, 200 16. 700 
Vebeck) sii 75, 000 125, 000 | 50, 000 12, OO 100, 000 475, 000 
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Inco 


$500 to $999 


nesnessee 
SESSE8S5= 


ceeungses 


Bssssssss 


Total 


me level 


Railroad 
| retirement 
and/or veter- | 
ans’ compen- 
sation (tax 

exempt | 


| 

| 

| 
| 0 
| 0 
0 
$27, 753 
245, 905 
151, 916 
0 
0 
0 
0 
0 


-| 425, 574 


| 
| | 
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1954 








| Railroad | 
| OASI wid- stire 
All plans ows with es All plans 
not tax | minor chil- | oe ee ie not tax 
exempt dren (tax | ° sati f exempt 
exempt) sation (tax 
| exempt) 
| 
(3) (4) (5) (6) 
0 | 0 0 | 0 
0 0 0 $839, 800 
$93, 738 0 $215, 696 908, 700 
$12, 430 | 0 683,400 | 1,026,720 | 
1, 470, 942 0 416, 625 | | 
1, 724, 660 | 0 74, 475 | 
1, 884, 662 | 0 0 
856, 125 0 0 |) 2,688,000 
712, 200 0 0 
lee 0 0 
j 2, 610, 000 0 | 0 |) 
10, 164, 757 0 1,390,196 | 5, 463, 220 





Taste C.—Distribution of taw loss to Federal Government under H. R. 5180 
excluding $1,200 from taxation deductible at the bottom tag rate for persons 
aged 55 to 64 retired from public and private retirement plans (by income 


Total 


0 

$839, 800 
1, 218, 134 
2, 550, 303 


12, 835, 510 


17, 443, 747 


TasLe D.—Estimated number of persons aged 55 to 64 retired from public and 
private retirement plans who would benefit 


Type of retirement plan 


OASI (tax exempt)... 


: 
Number of | 








Railroad retirement and/or veterans’ |fMen.. 


compensation (tax exempt) 
All plans not tax exempt... 


\\ 


“H 











10, 164, 750 
995 


Wy eee 





17, 443, 750 


| Average Tax loss to 
Sex persons | amount of Federal 
| benefiting benefit Government 
(2) (3) (4) (5) 
ea cailil aadd bith Bi Mila sane casi 
| o- 
| Widows with minor 0 0 
children. 
11, 800 $36 
Women... 18, 720 74 
Men. 59, 560 171 
Women | 48, 500 113 5, 463 
| 138, 580 | 126 


| 
eaon} 





(Supplement to April 12 testimony on sec. 38 of H. R. 8300 (Robert 
H. Wyatt) :) 


on the income of retired persons were raised to $1,500. 
NEA research division would supply such an estimate at an early date. 


NATIONAL EpuUCcATION ASSOCIATION OF THE UNITED STATES, 

Washington, D. C., April 21, 1954. 

Memorandum to James L. McCaskill, director, 
NEA legislative and Federal relations division. 

From: Frank W. Hubbard, director, NEA research division. 


On Monday, April 12, during the hearings on the revenue bill, Senator Bennett 
asked Robert Wyatt for an estimate of the revenue losses if the $1,200 exemption 


is the purpose of the present memo. 
This memorandum has been prepared as a supplement to the memorandum 
issued under date of March 1954, copies of which were filed with the Senate 
Finance Committee. The earlier memorandum contained 4 numbered tables and 
4 tables designated A, B, C, and D; hence, the current statement includes tables 
5 and 6 and E and F. 
It will be noted: that an exemption of $1,500 would: 
1. Produce a tax loss of about $122,500,000 for all age groups; the true amount 
might fall between $115 million and $130 million. 


Mr. Wyatt said that the 


That 





INTERNAL REVENUE CODE OF 1954 761 


The estimated tax loss fur those 65 and over is estimated as about $101,650,000 ; 
for those under 65 years of age the amount is estimated at about $20,775,000. 

2. Increase the number of taxpayers affected, who were 65 and over, from 
1,100,000 (under the $1,200 exemption) to 1,122,000 persons; increase the number 
of taxpayers affected, who were under 65 years of age, from 138,580 (under the 
$1,200 exemption) to 150,370. 

I believe that the present supplementary statement is best read in connection 
with the earlier statement because we used the same assumptions, income dis 
tributions, and explanations. 

FrANK W. Hupparp 
KWH: kh 
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Taste 6.—Natimated number of retired persons 65 yeara and over who would 
benefit, average amount of benefit, and taw lose to Federal Government under 
the proposal to eaclude $1,500 from taxation deductible at the bottom taw rate 


Number of 


Average 


lax loss to 


Type of retirement plan ex and marital statu persor smount a deral 
henefiting of benefit yOvGED 
| ment 
(1) | 
| 
{Single men 451, 810 $v $244.15. 000 
1] Married men with wife under 65 3 ™) ~ 60, 000 
OASIL (tax exempt) Married men with wife 64 of 0 0 0 
over 
Women ww) 1 000. 000 
|| Marr men 12. 700 2 1. 780, O00 
Married men with wife under 6 ono x) 140, O00 
Ratlroad retirement and/or veter Married men with wits 68 o a _ " 
ans’ compensation (tax exempt) | ave 
Women 4, 700 sv 1, 000, 000 
Single men is. (Ou Ms 11. oOo. O00 
Married men with wife under ¢ wo " ( 1), O00 
All others (not tax exempt Married men with wife 65 or 19, 100 “M4 11. 980. 000 
over 
Women | 100 18, 250, 000 
Total... 122, 440 91 101, 650, 000 
Taste K.—Distribution of tax loss to Federal Government under proposal to 
exclude $1,500 from taxration deductible at the bottom tagw rate for persona 








aged 55-64 retired from public and private retirement plans (by income level 
sex, and type of retirement plan) 
Men Worm 
Ratlroad | ! 
Income level | retirement OAS! wid etiren { t 
MOERS LOVE and/or All plan ows with wnid/or All plar ot 
veteran not tax minor chil terar ot 
compensa exempt dren (tax ompensa exempt 
tion (tax exempt t 
exempt ‘ 
(1) ( i 
Below $500 0 0 0 0 
$500 to $9900 0 0 ) 0 $839, SOO $440, SOO 
$1,000 to $1,499 0 $03, 738 0 $215, HO8 008, 700 1, 218. 194 
$1,500 to $1,009 $27, 753 812. 430 0 699, 000 1, 039, 200 R aN 
$2,000 to $2,499 245,005 | 1,470, 042 ) 616, 241 O68 80) 01 O68 
$2,500 to $2,909 319, 909 1, 084, 232 0 108, 450 
$3,000 to $3,499 221, 3: 2, 327, 126 0 4, 350 
$3,500 to $3,900 49,725 | 1, 054, 125 ( 2 (MM) 
$4,000 to $4,499 0 870, 600 ) 0 AR oo 
$4,500 to $4,909 0 |\ 9 on9 gon f 0 
$5,000 and over olf omnes \ 0 0 
Total 864,612 | 11,875, 603 0 1.90 6, 126, 580 0) f 


4509454 
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Tasite F.—LEstimated number of persons aged 55 to 64 retired from public and 
private retirement plans who would benefit, and tag loss to Federal Govern- 
ment under the proposal to exclude $1,500 from tawation deductible at the 
bottom tag rate 


| | 


| Number of | Average Tax loss to 


Type of retirement plan Sex | persons amount Federal 
; | s,| Govern 
benefiting | of benefit | 
ment 
} | 
(1) (2) (3) ; «@ | (5) 
OASI (tax exempt) -_.. | Widows with minor children 0 | 0 | 0 
Railroad retirement and/or vet- ') | Yd oo 
aiid n aa one : ~~. || Men 19, 090 $45 | $865, 000 
empt) Se as om || Women 23, 220 82} 1,905,000 
‘4 ea |{Men. 59, 560 199 | 11,875, 000 
, , ; i\\ Women. 8, 50( 26 | 6, 130, 0 
All plans not tax exempt Ww 48° 500 126 5 130, 000 
Total __.. oe : eset : 150, 370 138 | 20, 775, 000 


The CHarrman. Mr. Givens. Sit down and be comfortable and 
identify yourself to the reporter. 


STATEMENT OF ROYCE L. GIVENS, SECRETARY-TREASURER, 
NATIONAL CONFERENCE OF POLICE ASSOCIATIONS 


Mr. Givens. My name is Royce L. Givens. I am secretary-treasurer 
of the National Conference of Police Associations, representing ap- 
proximately 100,000 policemen from coast to coast and as far south 
as the Panama Canal. I am an active member of the uniformed 
forces of the Metropolitan Police Department of the District of 
Columbia, representing the National Conference of Police Associa- 
tions with specific reference to section 38 of H. R. 8300. 

We respectfully urge that section 38 (a) be amended as follows: 

Line 3 of subsection (a) of section 38, after the words “taxable 
year,” insert the following “or who has been retired under a retire- 
ment system,” 

This same language to be inserted in subsection (b) line 5 after the 
words “excess of $600.” 

These amendments will give policemen the same relief granted to 
others. 

The hazards in police work necessitate early retirement on dis- 
abilities that make them unfit to protect the lives and property of 
citizens. Few can serve as a policeman past middle age and there are 
uot enough limited duty assignments in the police departments for 
those who are no longer able to serve actively on the street. There- 
fore, State and local governments have provided retirement systems 
for policemen at an earlier age than those in other professions or 
vocations. 

May we further point out that this type of retirement has been 
provided specifically for policemen and firemen due to the very nature 
of their duties, which sets them apart from other professions or voca- 
tions, in order to attract and hold qualified personnel to the end that 
we can render prompt and efficient service to the public. We are firm 
in the conviction that our retirement program is one of the very bases 
upon which the recruitment and moral aspect of our profession is 
based. 





eta 
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The police service is one that has long been recognized as one that 1s 
best staffed with relatively young men. The very nature of police 
duty requires the services of one who is physically fit and mentally 
alert. All present police retirement programs of any recognized 
merit provide for retirement of the members of our profession several 
years in advance of persons engaged in other professions or vocations. 
" The Cuairman. Give us an average picture. When does a police- 
man usually start and finish ¢ 

Mr. Givens. The majority of them, Senator, start at around 23. 
Some of them come in at 21. The average retirement is based on 25 
years’ service at approximately 55 years of age. Some can go out at 
52 years of age. 

The service of a policeman beyond that which is currently accepted 
as the prime of his active years would result in hidden costs to the 
local or State government. 

On March 15, 1954, the President of the United States, made a 
speech relative to this bill and he stated among other things “Now here 
are some of the ways in which you will benefit: * * * Fairer tax 
treatment for the widows of policemen and firemen and others who 
have fraternal or private pension plans.” H. R. 8300 as passed by 
the House does not live up to what the President said. 

Unless this amendment is adopted policemen will not benefit under 
this program, because, the greater majority of policemen retire many 
years before they reach 65. As a matter of fact practically all police 
departments have compulsory retirement before 65. 

The CHarrman. How many years of service are usually required 
prior to retirement ? 

Mr. Givens. 25, sir. 

Mr. Chairman, with the permission of the committee I would like to 
file as part of this statement copies of letters I have received from a 
number of police associations on this subject. 

The CHarrmMan. We will put them in the record. 

(The information referred to follows :) 

San Dieco PoLice AssociaTION, INc., 
San Diego, Calif., March 24, 1954. 
Regarding H. R. 5180 
Hon. WILLIAM F. KNOWLAND, 
Senate Office Building, 
Washington 25, D. C. 

Dear Sir: Since this bill was first introduced, police associations all over this 
country have supported and urged passage of this bill. However, the changes that 
have been made in H. R. 5180, from its original form, do not seem wholly justified. 
The reduction from $1,500 tax-free pension to $1,200 would work a hardship on 
all persons tentatively covered by this bill. Certainly there is no justification for 
considering an age limit of 65 before being entitled to this exemption. 

We implore you to return the $1,500 exemption to the bill, and if an age limit 
is necessary, you must, in all fairness, exclude police officers from the age limit. 
No other group of public employees is required to make the sacrifices that are 
expected of police officers, and in those cases where necessary, their very lives 
are the price of fulfilling their jobs. 

This association urges passage of this bill, but sincerely believe that the recom- 
mended changes would better serve the intent and purpose of the bill. There is 
not doubt that in its original form, H. R. 5180 would be more equitable treatment 


for America’s first line of defe~se on the home front, the police officers. 
Sincerely, 


L. E. Tura, President. 
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PEACE OFFICERS RESEARCH ASSOCIATION OF CALIFORNIA, INC., 
San Diego, Calif., March 24, 1954 
Re H. R. 5180 


Hon. James B. Urrt, 
Room 322, House Office Building, 
Washington, D.C. 

Dear Str: Since this bill was first introduced, police associations all over this 
country have supported and urged passage of this bill. However, the changes 
that have been made in H. R. 5180, from its original form, do not seem wholly 
justified. The reduction from $1,500 tax-free pension to $1,200 would work a 
hardship on all persons tentatively covered by this bill. Certainly there is no 
justification for considering an age limit of 65 before being entitled to this 
exemption. 

We implore you to return the $1,500 exemption to the bill, and if an age limit 
is necessary, you must, in all fairness, exclude police officers from the age limit 
No other group of public employees is required to make the sacrifices that are 
expected of police officers, and in those cases where necessary, their very lives 
are the price of fulfilling their jobs. 

This association urges passage of this bill, but sincerely believes that the ree 
ommended changes would better serve the intent and purpose of the bill. There 
is no doubt that in its original form, H. R. 5180 would be more equitable treat 
ment for America’s first line of defense on the home front, the police officers 

Sincerely, 
ArHos Sapa, President 


PEACE OFFICERS RESEARCH ASSOCIATION OF CALIFORNIA, INC.,, 
San Dieco CouNty CHAPTER, 
Varch 29, 1954 
H. R. 5180, the Mason bill 


Hon. Ev@rene D. MILLIKIN, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D. C. 

Dear Sir: This organization represents all the law-enforcement officers in the 
county of San Diego, and we would like to give you our feelings on H. R, 5180 
(exempting retirements from taxation). 

Since the Mason bill was first introduced, we as police officers have supported 
passage of this bill which we believed would partially carry out President Hisen- 
hower’s desire to make the tax burdens more evenly and more equitably pro 
portioned. The $1,500 exemption in the original version of the bill was just about 
the figure that would have helped the bulk of retired police officers, the patrolmen. 
Those in higher pension brackets could afford to pay on the amount of pension 
above this figure. Originally there was no age limit, which meant coverage for 
police officers who, on the average, retire at age 45 to 50. With the bill in its 
present form of $1,200 exemption after age 65, there is no just coverage for police 
officers. 

Police work is a young man’s game: Hire them early, burn them out, and then 
retire them. Certainly this country does not have any room for 65-year-old 
policemen, for obvious reasons. These retiring officers receive pensions granted 
them by local authorities and pay the regular tax rates on their salaries. Why, 
then, can’t they be granted tax relief on their pensions like railroad retirements 
and social security benefits which are supported by Federal funds? We do 
believe that after you weigh the facts as presented, you will see your way clear 
to restore the original benefits of the Mason bill, $1,500 tax exemption on pensions, 
and without the age restriction in the case of police officers. 

We are not asking for special favors, but rather just treatment which we 
believe our years of unselfish service to the public has entitled us to receive. 
The recommended changes in this bill, if you restore them, would also act as a 
job inducement to assist the recruitment of high caliber men to the police service, 
and certainly you are well aware of the need for the highest caliber men in 
police service. 

With this letter goes the hope of some 700 peace officers and their families 
in this county, who sincerely trust that this time the long-forgotten and mis 
treated “men in blue” will receive their just due. 

Sincerely, 


ATHOs Sapa, Captain, President 
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Mareu 30, 1954 
Hon. WiLLtAM EF. KNOWLAND, 
Senate Office Building, 
Washington, D. C 


Drar Sir: | am writing to you at the direction of the executive board of the 
Welfare Association, Oakland Police Department. We are vitally interested in 
the Mason bill, H. R. 5180, which is now in the Finance Committee of the United 
States Senate. 

In its original form the Mason bill gave some tax relief to retired police, fire, 
school teachers, and similar groups of public employees. However, H. R. S300, 
which is what is left of the Mason bill, increases age for qualification to 65 years 
It also includes a 10-year work clause, which was also added to the original bill 

The members of the Oakland Police Department are very interested in having 
the original sections of the Mason bill restored, in order to give some relief to 
our retired members, It wil be greatly appreciated by all concerned in Oakland 
if you could support this legislation to correct any inequities, as now proposed 

Inspector Don Rodman, of the Oakland Police Department will be in Wash 
ington within the next 2 weeks to attend the National Conference of Police Asso- 
ciations. He would consider it a privilege to see you personally while there, 
if only to bring you greetings from the Oakland Police Department 

We are all naturally very proud of your outstanding record while in the 
United States Senate, and wish you continued success in the future 

Respectfully yours, 
Joun H. Srurm, 
Secretary-Treasurer, Welfare Association, Oakland Police Department 


POLICEMEN’S ASSOCIATION OF THI 
District or COLUMBIA, 
February 15, 1954. 

(The following letter was sent to all members of the House Ways and Means 
Committee) : 

My Dear CONGRESSMAN: Enclosed herewith is a copy of a letter written to.the 
President by our association. We are sending a copy of this letter to you and to 
each member of the Ways and Means Committee, 

By no means should this letter be considered or construed as a eriticism of 
your committee or any of its actions. We fully realize the ned for and the mag 
nitude of the task in revising the Revenue Act We well know that the changes 
recommended thus far have been carefully considered and the relief granted 
entirely justified. Equally well we know that the national economy cannot 
afford at this time to grant relief to every deserving group 

We do feel, however, that no portion of our population is more deserving or 
needful of relief than our retired people, yet we fear we have not presented their 
case to your committee as fully or as well as other groups have done 

The letter to the President and this letter to you have been written in the 
hope that your considered attention may be directed to the problems of our 
retired people and that they may be granted the tax relief they so much need 
and deserve. 

Very sincerely yours, 
FRANCIS H,. DuNN, President 


POLICEMEN’S ASSOCIATION OF THE DIstRicr Or COLUMBIA, 
February 13, 1954 
PRESIDENT OF THE UNITED STATES, 
White House, Washington, D. C. 

DEAR MR. PRESIDENT: In your message to Congress on January 21, 1954, you 
said, ‘““Revision of the tax system is needed to make tax burdens fairer for mil 
lions of individual taxpayers.” 

The segment of our population that most needs tax relief is our retired people 
who must live on pensions—fixed incomes that will not now provide the neces 
sities much less the comfort and ease it was intended they should have when 
these pensions were being earned. 

We, the members of the Policemen’s Association of the District of Columbia 
and acting in accord with the National Conference of Police Associations, repre 
senting over 100,000 active law-enforcement officers, seek nothing for ourselves 
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as active present-day workers whose salaries are more or less geared to current 
living conditions, but we do ask consideration for our retired members and for 
all retired persons. We ask no special benefits for our retired members over 
any other group; we do ask equal treatment for all people who have retired 
under either public or private systems. 

The Mason bill, H. R. 5180, now under consideration by the House Ways and 
Means Committee, would provide equal tax treatment for all retired people. 
This bill corrects the inequities that now exist, not by increasing the tax load 
on some retired people but by providing for all the benefits now enjoyed by some. 

Almost 9 million Americans now receive retirement payments exempt in part 
from Federal taxation—for example, somewhat more than 2 million persons 
receiving benefits under the Railroad Retirement Act already have the exemption 
we seek for all retired workers under the Mason bill. 

The cost—the loss of revenue to the Government—of the Mason bill is not 
excessive. Exhaustive research by the National Education Association shows 
that the top cost will be about $85.8 million. 

Frankly, this is a small sum compared to the tax relief the House Ways and 
Means Committee has already approved for corporation and dividend receivers, 
yet this committee has delayed the consideration of the Mason bill, 

Mr. President, we earnestly urge you to use your influence to get the Mason 
bill, H. R. 5180, into the general revision of the Revenue Act. This bill is in 
accord with your stated policy and will provide relief to the people who need 
it most. 


Very truly yours, 
FraNnois H. Dunn, President. 

Mr. Givens. Mr. Chairman, I am honored to have the privilege to 
say these few words to your committee relative to a subject that is very 
vital to policemen. We sincerely trust that you will give our sugges- 
tions favorable consideration. 

Thank you. 

The Cuarrman. What relation does your organization have with 
Colorado? 

Mr. Givens. At the present time we are not honored by the member- 
ship of anyone in Colorado. We are trying to make a contact with 
them and with your help we will do so. 

The Caarrman. Thank you, sir. 

Senator Maronr. Senator Millikin, I have Earl Wooster who is 
superintendent of public schools in Reno. He is not going to appear 
before the committee but may we have him stand up. 

The Cuarrman. Will you stand up, please. We are very glad to 
have you. 

Senator Martin. Mr. Chairman, I have Mr. Norman Ablehart and 
Miss Goodwin, whom I would like to stand up, from the Common- 
wealth of Pennsylvania. 

The Cuatrman. Will you people stand up, please? 

Senator Cartson. Mr. Chairman, if that is in order we have the 
superintendent of schools from Leavenworth, Kans., Mr. Bryan. 

he Cuatrman. Let him stand up. 

Senator Frear. There certainly must be somebody in the audience 
from Delaware, Mr. Chairman. There they are. 

The Cuarrman. There must be someone here from Louisiana. There 
isa gentleman. How about Utah? There is a gentleman from Utah. 
How about Virginia? 

Mr. Grvens. Mr. Chairman, I am a resident of the county of Fairfax 
but a member of the Metropolitan Police Force. I would like to 
remind the Senator from Delaware that the Delaware Association of 
Police is a member of the National Conference. 

Senator Frear. Thank you very kindly. 

The Cuarrman. Proceed, Mr. Bare. 


RRs 





i 
i 
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STATEMENT OF CARL C. BARE, CHAIRMAN OF THE NATIONAL 
LEGISLATIVE COMMITTEE, FRATERNAL ORDER OF POLICE 


Mr. Bare. Mr. Chairman and members of the committee, I am Carl 
C. Bare, deputy inspector of police in the city of Cleveland and chair- 
man of the national legislative committee of the Fraternal Order 
of Police. 

This is a national organization representing more than 36,000 active 
policemen from departments of all sizes, ranging from those with 
1 or 2 men to large metropolitan cities such as Cleveland, Philadelphia, 
New Orleans, Birmingh: am, Miami, and many others. We also repre- 
sent the retired people from these departments. 

I am also vice chairman of the National Conference on Public Em- 
ployee Retirement Systems representing more than a million and a half 
public employees throughout the United States. 

I speak to you today in behalf of these organizations and also for the 
Joint Committee on Public Employee Organizations which includes 
representatives of: the Municipal Finance Officers’ Association; the 
National Council on Teacher Retirement; the National Conference 
of Public Employee Retirement Systems; the Fraternal Order of 
Police; the National Conference of Police Associations; and the 
International Association of Fire Fighters. 

We are very appreciative of the consideration given us by the House 
of Representatives in section 38 of H. R. 8300 in providing income tax 
exclusion for retirement come. However, a large number of our 
members were, we believe, unintentionally, discriminated against by 
limiting the exclusion to persons over 65. This is particularly true in 
the case of policemen and firemen. 

Due to the paysical requirements of the police profession it is neces- 
sary that we be able to retire these men at an age much younger than 
65. As an administrative officer in a large police department, I dread 
to think what would happen to law enforcement and the protection of 
our citizens if all our men were required to work to that advanced 
age. 

I would like to emphasize that a bit if I may, Mr. Chairman. We 
find in our police department that after a man reaches 50 years of age 
aimost without exception we have to find a so-called light-duty job 
for him. He is no longer able to go out in our zone cars, on our beats, 
and in our mobile patrols and do the work that is expected of him. 
So we have to find a light-duty job and we don’t have enough to go 
around if we carry them much beyond that age. 

To meet these circumstances our police retirement systems neces- 
sarily provide for retirement at a much earlier age, usually about 
52 years. Consequently, by far the greater number of our retired 
people are under age 65. For example, in the city of Cleveland only 
32 percent of our retired people are over 65. In Philadelphia the 
figure is 35 percent. Practically all of these people were retired before 
reaching 65. 

In Cleveland only 4 percent of those on retirement had retired after 
reaching the age of 65. 

These people have had fewer working years to accumulate savings 
and must spread these savings over a gre: ater number of years, hence, 
any supplementation of retirement income from this source is limited. 
It also requires more money to live in our younger years so the need 
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for income tax relief is even greater. Most of our retired people do not 
enjoy the additional $600 exemption granted persons over 65. There- 
fore their need for income tax relief is probably even greater than the 
need of those over 65. 

If the exclusion benefits are limited to persons over 65, thousands 
of retired policemen and firemen throughout the country, who are no 
longer able to continue in their profession and must depend on retire- 
ment income to live, will continue to be discriminated against. This is 
also true with other public employees except to a lesser degree. 

We do not feel that the Members of the House intended to do this. 
They did not fully understand the situation. We ask that you mem 
bers of this committee correct this by amending section 38 to extend 
the exclusion benefits to persons who have been retired under a retire 
ment system. 

We also feel that the $1,500 exclusion originally provided in H. R. 
5180 was a reasonable figure and urge you to increase the $1,200 exemp- 
tion provided by H. R. 8300 to $1,500. 

We urge you to give these suggestions serious consideration. 

Thank you for permitting me to express our views. 

Mr. Chairman, with your permission, I have a statement from the 
Minnesota Police and Peace Officers Association that I would like to 
have made a part of the record. 

The CuHarrmMan. We will put it in the record. 

Mr. Bare. Thank you for the opportunity to appear. 

The Cuatrman. Thank you very much, Mr. Bare. 

(The statement referred to follows :) 


MEMORANDUM 


To: The Senate Finance Committee. 

Filed by: Minnesota Police and Peace Officers Association. 

Subject: Proposed tax exemption under the Federal income-tax law of the 
retirement income of police officers and all other individuals who do not already 
have special exclusions and exemptions of retirement income of as much or 
more than the proposed floor. 


STATEMENT OF WILLIAM H. JOYCE, PRESIDENT, MINNESOTA POLICE AND PEACH 
OFFICERS ASSOCIATION 


Mr. Chairman and members of the committee, my name is William H. Joyce. 
1 am a lieutenant of police in the city of Minneapolis, and president of the Min- 
nesota Police and Peace Officers Association. We are appearing before your 
committee in behalf of both the active and retired police officers of the State 
of Minnesota to respectfully request that in your consideration of section 38 
of H. R. 8300, you may see fit to recommend to the Congress that the language 
originally contained in this section when a part of H. R. 5180 be reinserted, more 
specifically, that language known as paragraph (17) (B) defining a retired 
individual. 

For approximately 10 years, the National Conference of Public Employee Re- 
tirement Systems, and the National Education Association, as well as other 
organizations, have labored for recognition of the inequity which exists relative 
to the treatment of retirement income for tax purposes. What the Congress, or 
the States which ratified the 16th amendment, considered income in the year 
1918 when the Federal income tax became law, we do not presume to know, 
but it is a fair assumption to conclude that they never intended the pensions of 
public employees to form a part of the tax base. 

The fact that benefits of the Social Security Act, and pensions payable under 
the Railway Retirement Act, are not computable for income-tax purposes indi- 
cates that this thinking has been prevalent in more recent years. The provision 
of section 838 of the bill under discussion which provides that exclusion shall be 
made available only to persons 65 or older, nullifies almost completely any tax 
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relief to retired employees of the public safety divisions. At age 65, there is 
now available an additional exemption of $600 to husband and wife. The salary 
of a police officer is not in sufficient amount that he can acquire property or 
investments which will yield an income placing him in a tax bracket where he 
would benefit from this delayed exemption. He normally has only his retire- 
ment income, and since, for the good of the service as well as physical reasons, 
he must retire prior to age 65, he will be deprived of the tax relief proposed. 

These pensions or annuities, small enough at best, are further decreased by 
the present provisions of the tax law relative to retirement income. Due to in- 
flationary prices since 1941, it has become necessary for the annuitant to supple 
ment his income with part-time employment. The amount of his pension subject 
to taxation is thereby greatly increased, although his total purchasing power 
has remained even or decreased. This creates hardship cases at a period in 
their lives when they should be entitled to peace and tranquillity. We submit 
that retirement benefits were intended to furnish the bare necessities of life for 
faithful employees in their declining years, and not to form a part of the tax 
base for budget purposes. 

We are not unmindful of the privilege it is to be here and present our peti- 
tion before your committee. It is our sincere hope that in your deliberations on 
this measure, you will see fit to propose that section 38 be so amended as to 
define a retired individual as one who “has attained the age of 65, or who has 
retired prior to attaining age 65, under a publie or private retirement plan 
providing him a pension or annuity, and who thereafter has 1 or more months 
of retirement.” 

I wish to thank the chairman and members of the committee for the privilege 
of making this presentation, and for your kindness in affording us this 
opportunity. 


The Cramman, Capt. Franz Willenbucher. I am glad to see you, 
Captain. Make yourself comfortable and identify yourself for the 
reporter. 


STATEMENT OF CAPT. FRANZ 0. WILLENBUCHER, USN (RETIRED), 
EXECUTIVE VICE PRESIDENT AND LEGAL COUNSEL, RETIRED 
OFFICERS ASSOCIATION AND NATIONAL COUNSEL, COMMIS- 
SIONED OFFICERS ASSOCIATION, PUBLIC HEALTH SERVICE 


Captain Wiittensucuer. I am Capt. Franz O. Willenbucher, USN, 
retired, executive vice president and legal counsel of the Retired 
Officers Association and national counsel of the Commissioned Officers 
Association of the Public Health Service. I am accompanied by 
Rear Adm. Allen P. Mullinnix, USN, retired, assistant legislative 
counsel of the Retired Officers Association. I shall read a short state- 
ment on behalf of both organizations in view of the committee’s desire 
that presentations of more than one organization on the same matter 
be consolidated into a single statement. 

The Retired Officers Association and the Commissioned Officers 
Association of the Public Health Service both appear here this morn- 
ing to make one suggestion for an amendment to the proposed new 
Internal Revenue Code which is under consideration before this 
comunittee. 

Section 104 of H. R. 8300 will, if enacted, replace section 22 (b) (5) 
of the present code and contains substantially the same language. 
We shall address our remarks to proposed section 104 (a) (4), which 
now appears in section 22 (b) (5) of the present code as the last 
complete clause. 

Under section 22 (b) (5) of the present Internal Revenue Code, 
members of the Armed Forces, retired for physical disability, are 
now entitled to exclude from gross income for income-tax purposes 
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so much of their retired pay as is attributable to the percentage 
of physical disability under the provisions of the Career Glarmenae 
tion Act. 

The language upon which this exclusion will be based, if the pend- 
ing legislation is enacted, is found in section 104 (a) (4) as quoted 
herewith : 

SEC. 104. COMPENSATION FOR INJURIES OR SIOKNESS. 

(a) In GENERAL * * * gross income does not include * * *. 

(4) amounts received as a pension, annuity, or similar allowance for 
personal injuries or sickness resulting from active service in the Armed 
Forces of any country. 

This provision has been interpreted to include an officer of the 
Coast and Geodetic Survey or of the Public Health Service only when 
he is retired by reason of a disability which was incurred while serving 
with the Armed Forces. 

Many officers of the Coast and Geodetic Survey and the Public 
Health Service are receiving this benefit by virtue of service in 
World War Il. However, an officer of either of these services who 
incurs a disease or injury today which results in his enforced retire- 
ment for physical disability is not entitled to this benefit. Thus, the 
denial of this benefit to members of such services creates an inequity 
between them and members of other uniformed services, and it also 
creates an inequality of benefits accorded to members within these 
two services who are retired for physical disability under identical 
circumstances of grade, length of service, and percentage of disability, 
between members now retired and some formerly retired. 

Prior to the enactment of the Career Compensation Act, officers of 
the Coast and Geodetic Survey and the Public Health Service were 
retired for disability and received disability retired pay on a basis 
comparable to that of the other uniformed services. 

In other words, the standards were similar. 

Upon the enactment of the Career Compensation Act, all the uni- 
formed services were brought under the same disability-retirement 
provisions. That is, all of the armed services plus the Coast and 
Geodetic Survey and the Public Health Service. 

In other words, an officer of the Coast and Geodetic Survey or the 
Public Health Service must meet the same requirements as an officer 
of the Armed Forces in order to qualify for physical disability retire- 
ment, and upon such retirement his retired pay is computed under 
the same formula as is applicable to such an officer. 

Therefore, it is discriminatory that an officer of either of these two 
services who is in an identical active duty-pay status as an officer in one 
of the other uniformed services should, because of the lack of the 
exclusion benefit, receive in effect less disability retired pay, even 
though retired for the same disability. 

Generally speaking, disability compensation payable under any sys- 
tem, public or private, including the Federal Employees’ Compensa- 
tion Act, is tax exempt. Therefore, it appears that officers of these 
services who are retired for physical disability are the only people 
not included for participation in this benefit. 

Thus, the members of these services, retired for physical disability 
during peacetime, appear to be discriminated against not only between 
themselves and other officers of their services who incurred their dis- 
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abilities in time of war and those of the armed services during peace- 
time, but also between themselves and other groups of individuals 
who are receiving disability compensation. 

Section 402 (h) of the Career Compensation Act limited the tax 
exemption to that part of retired pay which a member would receive 
if his retired pay were computed on the basis of percentage of dis- 
ability. Since this provision appears in a statute which is applicable 
to commissioned officers of the Coast and Geodetic Survey and the 
Public Health Service, it indicates a congressional intent to authorize 
tax exemption on an equal basis to all members of the uniformed 
services. 

Physical disability retirement is awarded an officer only when his 
physical qualifications have been impaired to a point where he is not 
as able as before the impairment occurred to engage in gainful em- 
ployment in civilian pursuits, and in some cases is entirely unable 
to do so. Consequently, in individual cases the matter of exclusion 
of part or all of physical retirement pay for tax purposes is of great 
economic benefit. 

From all these considerations, it appears that had the Public Health 
Service and the Coast and Geodetic Survey been in mind when sec- 
tion 22 (b) (5) was drafted, the members of those services, retired 
for physical disability, would have been included for similar treat 
ment with reference to exclusion of retired pay they receive on the 
basis of physical disability retirement. 

In addition to the inherent justice of this proposal, the following 
information shows the small impact of the suggested amendment on 
the total income-tax receipts of the United States: In the Coast and 
Geodetic Survey there are 18 officers who were retired for physical 
disability and only 12 would be affected if this amendment were 
adopted. In the Public Health Service, there are 135 officers retired 
for physical disability, of whom all but 22 now enjoy some exclusion 
of retired pay from gross income for income-tax purposes. Thus, 
at the present time, the overall total who would be benefited by this 
amendment is only 34 officers. 

Each officer of the Coast and Geodetic Survey and the Public 
Health Service could become retired for physical disability, although 
actually only a very small percentage so retire. Consequently all these 
officers, faced during their active-duty careers with the possibility of 
retirement for physical disability from physical deterioration in serv- 
ice to their country, often in remote ates would be greatly bene- 
fited in morale if they knew that they would receive this benefit should 
their health become broken. 

The Retired Officers Association and the Commissioned Officers 
Association of the Public Health Service recommend that section 104 
(a) (4) be amended to extend the same tax benefits to this small group 
of retired personnel on a basis of equality with those retired for physi- 
cal disability from the other branches of the uniformed services. 

Proposed language which would accomplish this result is as fol- 
lows: In section 104 (a) (4) of the proposed Internal Revenue Code 
change the period at the end of the paragraph to a comma, and add: 
and the disability retired pay of members of the uniformed services, as defined 


in section 102 (a) of the Career Compensation Act of 1949 (63 Stat. 802), sub- 
ject to the limitations contained in section 402 (h) of said Act. 
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That is the language, Mr. Chairman, we think would accomplish it. 
We thank you very much for this opportunity and certainly hope 
the committee can act favorably on the proposal. 

The CuarrmMan. We are glad to have had you here. Thank you 
very much. 

Because of the death of a Senator last night, we have to be on the 
floor at 12 o’clock. We will resume this hearing and the rest of the 
witnesses at 3 o'clock this afternoon in this room. 

(Whereupon, at 12 noon the committee recessed to reconvene at 
3 p.m. the same day.) 

AFTERNOON SESSION 


The CuarrmMan. Mr. Sheild, please. 


STATEMENT OF MARCELLUS C. SHEILD, CHAIRMAN, LEGISLATIVE 
COMMITTEE, NATIONAL ASSOCIATION OF RETIRED CIVIL 
EMPLOYEES 


Mr. Suey. Mr. Chairman and Senators, my name is Marcellus C. 
Sheild. I am a retired employee of the Federal Government. My 
appearance is in behalf of the National Association of Retired Civil 
Employees of the United States, an organization of more than 70,000 
members with over 400 chapters in the United States, Hawaii, 
Panama, and the Philippines. We believe our membership to be 
typically representative of the opinions and desires of the approxi- 
mately 200,000 retired Federal civil employees. 

I shall not attempt to read all of this statement, Mr. Chairman. 
I will leave out those parts that have been covered by others who testi- 
fied preceding me in connection with this same subject matter. 

The Cuarmman. Thank you very much. 

Mr. Sue. Our organization is interested in section 38, retire- 
ment income, and also section 871, which relates to the tax on non- 
resident alien individuals. We heartily and with gratitude approve 
section 38 as far as it goes. We would like to point out, however, 
some features which we feel should be changed to make the justice of 
the section more nearly complete. It leaves out those persons in 
retirement under age 65 and we believe they should be included. 

I should like to point out one feature of this situation and that is 
that section 38 is comprehensive in that it covers those in retirement 
over 65 retired from specific organizations or a municipality or a 
State or the Federal Government and also those persons over 65 who 
have retired from business or professions who have income from an- 
nuities, interest, dividends, rents, or other sources, and are bona fide 
in retirement. 

Retirement systems differ as to the age for retirement. There are 
many systems that permit retirement before age 65 and some that 
compel it. The civil-service system, the TVA, railroad retirement, 
and some other plans permit retirement at age 60, after specified 
periods of long service, usually 30 years. 

Federal systems having compulsory retirement from 60 to 65 in- 
clude the Foreign Service; the Army and the Air Force; the Navy; 
Marine Corps; commissioned personnel of the Public Health Service, 
Coast and Geodetic Survey, and the Coast Guard; and under the civil- 
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service system, those civil employees of the Canal Zone government, 
the Panama Canal Company, and the Alaska Railroad. District of 
Columbia police and firemen, under Federal law, are retired before 
65 unless there is special provision for their retention. Almost all 
public and private retirement systems have adequate provision for 
retirement for persons irrespective of age, on account of disability 
arising during this employment. 

The roll of civil-service retirees of the United States as of June 30, 
1953, was approximately 190,000, of whom one-third was under age 
65. No perpendicular line can be drawn with a certain statement 
that all on one side over 65 are ready for retirement and those on the 
other side are not. Individuals differ. Our years of useful life are 
dependent upon heredity, environment, health, extraversion, type of 
life employment, and other factors. The studies of geriatrics and 
gerontology are making rapid strides in the analysis of why some peo- 
ple age more rapidly than others. There is no present answer that 
supplies a general rule to indicate that all over 65 are ready for retire- 
ment and none under 65 meets the test. 

We feel there is another significant factor to be borne in mind. 
Persons in retirement over or under 65 are living on their life savings. 
Most annuities are very small. The average annuity of civil-service 
retirees as of June 30, last, for those retired for age or service, was 
$1,482, and for those retired for disability was $1,122. They con- 
tributed to the retirement fund and were taxed on that part of their 
pay as it went into the fund. It is true that under the tax laws they 
were entitled, under the 3-percent rule, to recover their cost of the 
annuity tax free before the full amount of annuity became taxable. 
There is, however, no escape from the fact that a tax on an annuity 
or pension of an individual in retirement is a more severe burden, 
relatively, at the same rate than the tax on an individual with earned 
income. Earned income is subject to upward adjustment to meet 
increased living costs. Annuities are fixed and their purchasing power 
decreases with every upward move of the cost of living. 

We feel that those under 65 in retirement are entitled to the same 
consideration as those 65 and over. 2. We appeal to you on behalf of 
those in retirement because of disability and their unfitness to con 
tinue longer in the employment for which they are qualified. Of 
the 190,000 retired Federal civil employees on June 30, last, 27 percent 
were retired for disability. More of these are under 65 than over 
that age. Persons retired under other systems, public or private, are 
similarly situated. Under section 38, those individuals under 65 
retired for disability are automatically eliminated, with all others 
of that age group. We submit there can be no more deserving in- 
dividual to come under the provisions of section 38 than the person 
retired for disability. 

Section 38 also contains a “10 years of earned income” provision, 
which also militates against those disabled retirees. These are the 
individuals both over and under 65 who have been retired with less 
than 10 years of previously earned income. A man may have worked 
for 9 years, 11 months and 29 days, and been retired for disability 
on account of serious accident or illness unfitting him for further 
employment, and yet be barred from the benefits of the section by 
this 10-year clause. We wish to see it eliminated or modified so as 
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not to bar those disabled retirees, no matter what their age may be. 

We would request you to increase the exemption of $1,200 to $1,500 
of the original Mason bill. 

At present a married person retired under maximum benefits of 
old-age and survivor insurance receives tax-exempt payments for 
himself and wife at the rate of $1,530. A single person similarly 
entitled to the maximum, receives $1,020 a year, tax-exempt. Both 
of these amounts are recommended to be increased by the President’s 
message to Congress of January 14. The maximum payment to an 
individual under the Railroad Retirement Act, electing to retire at 
60, after 30 years, is $1,320, tax-exempt, and the maximum for a hus- 
band and wife under the same act, retired at age 65, is $2,480, tax- 
exempt. 

We feel that the amount of $1,500 is more realistic and just in the 
light of the discrimination that exists and is likely to exist, as be- 
tween the tax-exempt groups and the non-tax-exempt groups of in- 
dividuals on retirement income. This disparity will be further 
accentuated in relation to social-security payments if the projected 
increases in those benefits are enacted by the Congress. 

To recapitulate, Mr. Chairman, under section 38 we request your 
honorable committee to consider these 4 matters: (1) The inclu- 
sion of those under age 65; (2) the inclusion of those retired for 
disability, irrespective of age and the “10 years of earned income” 
provision; (3) the increase of the exemption from $1,200 to $1,500; 
and (4) provision for those age 75 and over to benefit irrespective 
of the amount of their earned income. 

Senator Bennett. Mr. Chairman, may I ask Mr. Sheild a question ? 

The Cuarrman. Certainly. 

Senator Bennerr. Do you recommend the same amendment to per- 
mit exemptions for retired persons under 65 which was recommended 
this morning by the representative of the NEA, which would limit 
that benefit only to those who retire under a retirement system and 
would deny it to people who retire on their own savings? 

Mr. Suettp. Well, we have approved the language which the NEA 
submitted to you. It would bar persons under 65 who might have 
their own individual retirement plan or are with an insurance 
company. 

Senator Bennett. Also you have made the point about the prob- 
lem of the disabled person. Under this language recommended, they 
would get no assistance if they were disabled and dependent upon 
their own annuities to take care of them. 

Mr. Suetvp. I think if this is to be a general plan, that those per- 
sons under 65 who are retired under a plan of their own for dis- 
ability, or not for disability, should benefit under this section if they 
are bona fide retirees just as the persons over 65. 

Senator Bennett. The discussions this morning referred to the pe- 
riod between 55 and 65. Do you think 55 should be substituted for 65 
as the minimum limit at which a person can take advantage of this 
exemption ? 

Mr. Suet. I think it is not necessary to place any difference in age. 
I think there is one subsection which has generally been overlooked in 
connection with this, and that is subsection (d) (2) which provides 
that the amount of the exempt retirement income shall not exceed 
$1,200, less any amount of earned income in excess of $900, so that no 
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matter what the person’s age might be, the retiree is to be restricted by 
that provision, relating to the ear rned income. And there is also subsec- 
tion (b), a 10-year provision of earned income, by which a person who 
retires under a private annuity, if that annuity was furnished to them, 
they couldn’t benefit by this section because they have not had 10 years 
of earned income, and subdivision (b) of section 38 said the person 
must have 10 years of earned income and in each of those years, not 
less than $600 of earned income a year. 

Senator Bennett. Are you saying to us that no person can qualify 
under a private annuity system because they haven’t had 10 years of 
earned income? 

Mr. Suemp. Those under 65 would not as I read it. If a man bought 
an annuity for his wife and she were to enjoy that annuity during his 
lifetime, as I read this section, she wouldn’t have had 10 years of 
earned income and couldn’t enjoy the exemption, but if that annuity 
ran after his death she could have the exemption after his death be- 
cause there is a provision which says, “a widow or widower whose 
spouse has received such earned income shall be considered to have 
received earned income.” 

Senator Bennerr. That takes us down a slightly different path but 
you feel, as I understand it, that if we drop the age limit for people 
who earn their annuities under a formal retirement system, we should 
consider some means by which we could give the same privilege to 
people who retire on private annuities ¢ 

Mr. Suet. I would think that would be fair and there is also a 
limitation in the section to the effect that the tax credit shall not ex- 
ceed $240 in the case of any individual. This was designed to prevent 
those in the higher income brackets from receiving any greater tax 
credit under this section than the 20 percent of the $1,200 exemption 
which is provided, so that everybody, irrespective of the size of their 
income, would share alike in the credit. 

Senator Bennerr. That has already been covered. 

Mr. Suemp. Yes, sir. 

Senator Bennett. Thank you, Mr. Chairman. 

Mr. Sueiip. There is one other matter we would like briefly to call 
to your attention. There are approximately 3,000 nonresident alien 
employees of the United States, and 600 survivors of deceased em- 
ployees and deceased annuitants receiving annuities from this under 
the Civil Service Retirement Act. These annuities are held subject to 
the 30 percent income tax on nonresident alien individuals under sec- 
tion 871. The larger percentage of these persons are citizens of the 
Philippine Republic who gained an alien status by the independence of 
the Philippines on July 4, 1946. We ask you to consider and relieve 
the injustice of the 30 percent tax on these former retired employees. 
The whole subject matter is fully set forth in a letter to the chairman 
of the committee dated March 30, which I should like permission to 
insert at this point and not read unless you desire it. 

The Carman. It will be included in the record. 

(The letter referred to follows:) 

Marcu 30, 1954. 


Hon. Eugene D. MILLIKIN, 
Chairman, Committee on Finance, United States Senate. 
Dear Mr. CHAIRMAN: May I call your attention to a tax situation relating to a 
group of nonresident aliens who are receiving annuities as retired civil employees 
of the United States Government under the Civil Service Retirement Act. 
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Information received by us from the Civil Service Commission, at our request, 
shows that based on checks issued by the Retirement Division dated February 1, 
1954, payments of such annuities were being made as follows: 


Average | Average 
monthly monthly 
Number | annuity pay- | annuity pay 
ment due ment after 


before tax tax withheld 


Retired employees i 3, O52 $51. 29 $46. 56 
Survivor annuitants. . 586 21.70 | 19. 57 


We are further advised that of the 3,052 checks issued to retired employees, 
2,020 went to residents of the Philippine Islands, and of the 586 checks issued 
to survivor annuitants, 333 went to such residents. The remainder were scat 
tered in other countries. It is our belief that a large part of this remainder 
is located in Panama and the West Indies. 

Prior to 1952 the nonresident alien tax of 30 percent was not applied to 
these annuitants. Early in that year the Internal Revenue Service advised 
the Civil Service Commission that the annuities were subject to the 30 percent 
tax. The method of application was designed to ease the impact of the 30 percent 
tax on these very small pensions, and the 3 percent rule relating to recovery of 
cost tax free was applied so that the 30 percent would apply to the 3 percent 
increment of cost until it was recovered tax free. That is the present situation 
with respect to these annuitants as the Retirement Division advises that approx 
imately 4 percent of them are at present subject to the 30 percent tax on the full 
annuity. 

However, under the provisions of section 72—Annuities of the pending revi 
sion of the Internal Revenue Code, H. R. 8300, the recovery of cost on the 3 
percent basis is changed, and these alien retirees will recover their cost more 
rapidly and be sooner subject to the 30 percent tax. 

We are advised that the total amount of tax withheld during the calendar 
year 1953 was $182,074.75. 

It will be noted that the average annuity of a retired employee is a little over 
$600 a year before tax, and the average for the survivors is $250. The imposi 
tion of the 30 percent tax to these small amounts will be catastrophic to these 
former employees of the United States. They know nothing about our tax laws, 
and are unable to understand why their former just employer and protector 
of their land, has imposed such a drastic and incomprehensible cut in their 
pensions. 

Most of this situation arose from Philippine independence in 1946, when 
these retirees in that country acquired status of citizens of a foreign country. 
Many of them were employed during the period when we had large military and 
civil establishments there. Before independence there was no thought of them 
as aliens and subject to the 30 percent tax. That status was not raised by 
the Internal Revenue Service until about 1952. The average amount of tax now 
being withheld per month is $5 from retired employees, and $2 in the case of 
survivors, or approximately 10 percent average tax. 

Relief to them could be accomplished by amendment of section 871—tax on 
Nonresident Alien Individuals by exempting them from the section. They make 
no returns, and to require them to do so would be almost an administrative 
impossibility. 

The exemption would have the effect of a just solution of a vexing matter 
that will be accentuated by the provisions of section 72, which will speed up the 
time when the 4 percent now paying the full 30 percent tax will be greatly en- 
larged. Such exemption has a sound basis in the retirement income principle 
as found in section 38—Retirement Income for persons residing in the United 
States. 

Your sympathetic consideration will be greatly appreciated. A copy of this 
letter is being transmitted for information purposes to the Secretary of State, 
the Secretary of the Treasnry, the chairman of the Ways and Means Committee, 
and the Ambassador from the Philippines. 

With assurance of my esteem and bespeaking your interest in this matter, 
I am, 

Respectfully yours, 
FRANK J. WiILson, President, 


(See supplemental letter on p. 1144.) 
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Mr. Sueiwp. Mr. Chairman, we very much appreciate the privilege 
of appearing here and stating our case to the members of the com- 
mittee. 

The Cuarrman. Thank you very much. 

(The unread portion of Mr. Sheild’s statement follows: 


STATEMENT BY MARCELLUS C. SHEILD, CHAIRMAN, LEGISLATIVE COMMITTEE, NA 
TIONAL ASSOCIATION OF RETIRED CIVIL EMPLOYEES, ACCOMPANIED BY Mr. FRANK 
J. WILSON, PRESIDENT, AND Hon. Apptson T. SmMitH AND Mr. Tuomas J. Frrz 
GERALD, MEMBERS OF THE EXECUTIVE COMMITTEE ON Secrton 38, H. R. 8300, 
RETIREMENT INCOME 


Mr. Chairman and Senators, my name is Marcellus C. Sheild, a retired em 
ployee of the Federal Government. I would like to introduce my associates, 
Hon. Addison T, Smith, a former Representative in Congress from Idaho, Mr. 
Frank J. Wilson, president, and Mr. Thomas J. Fitzgerald 

Our appearance is in behalf of the National Association of Retired Civil Em 
ployees of the United States, an organization of more than 70,000 members, with 
over 400 chapters in the United States, Hawaii, Panama, and the Philippines, to 
promote the welfare of annuitants and potential annuitants of the civilian public 
service. We believe our membership to be typically representative of the opin 
ions and desires of the approximately 200,000 retired Federal civil employees. 

Section 38 is an admirable step forward in recognition of the principle of tax 
exemption for those in retirement, which our association has consistently advo 
cated for many years. The House of Representatives in the S0th Congress 
recognized this principle by passing a bill to exempt the first $1,440 of annuity of 
retired Federal employees from income tax, but the measure failed of Senate 
action. : 

Section 38 embodies in limited form the principles of H. R. 5180, known as the 
Mason bill, which has been endorsed by many national organizations in behalf 
of those in retirement. Its purpose was to eliminate the discrimination that 
exists between those groups in retirement whose entire pension or annuity under 
certain retirement plans is exempt from income tax, and those similarly situated 
under other plans who must include annuity or pension in gross income for tax 
purposes. Persons in retirement under the Social Security Act, the Railroad 
Retirement Act and some other plans, receive such benefits tax free. They con 
stitute a majority of the persons in retirement under retirement plans. 

We heartily and with gratitude approve section 38 as far as it goes. We would 
like to point out, however, some features which we feel should be changed to 
make the justice of the section more nearly complete. 

1. The section leaves out those persons in retirement under age 65, and we 
believe they should be included. 

This omission is a great disappointment to a very large number of retired 
persons. The Mason bill, which served as a pattern and the stimulus for section 
38, contains no age limitation. No question, to our knowledge, was raised at the 
hearings before the Ways and Means Committee on this phase of the legislation. 
That committee on February 17 last, first adopted the section, with no age limit, 
but with a reduction from $1,500 to $1,200 in the exemption. 

The Treasury Department evidently approved inclusion of those under 65, for 
on that same day, February 17, the Secretary issued the following press state- 
ment: 

“The Treasury actively supported the principle of giving tax relief to retired 
workers. We feel, however, it should be limited to those who live principally on 
small pensions or other small incomes, and not extended to those receiving 
relative large pensions or other large income. We agree with Chairman Reed 
that the real hardship area involves retired people who are dependent upon 
modest pensions for their livelihood.” 

On February 25 the Ways and Means Committee revised its previous action 
on section 38, and issued a press statement outlining the changes, as follows 

“The committee reviséd somewhat the $1,200 retirement income exclusion 
previously agreed to. The exclusion is not to be availble to those under age 65, 
nor to those who have not in prior years earned at least $600 in each of 10 years. 
Moreover, the tax benefit to be derived is to be limited to the bottom tax rate 
(presently 20 percent) multiplied by the exclusion. In addition, the work test 
previously provided with respect to the exclusion, is to be modified somewhat, to 
make the reductions in the exclusion more gradual.” 
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This release gave no explanation as to why these changes were made, particu- 
larly in eliminating the under 65 group. However, Chairman Reed, on that same 
day, issued a press statement, in which he said in part: 

“The amended provision will cost $125 million, thus saving about $115 million 
a year. This saving is due to the fact that today’s action will keep this relief 
from being a windfall to wealthy taxpayers. Under the change, individuals 
with small incomes will get the same amount of relief as under the original com- 
mittee action.” 

We draw the conclusion from this statement that the reduction in loss of 
revenue by the committee’s action on February 17 ($2 240 million) to the loss 
by the committee's revised action on February 25 ($125 million) was Oy eae, 
due to the insertion on the latter date of the tax benefit limitation of $24 
and not the elimination of those with small incomes under age 65. 

Nowhere along the line of the public history of this section—in the hearings 
or report of the committee; the press releases of the committee or chairman, or 
the public statements of the Treasury Department—is there indication that those 
under age 65 were considered an important revenue loss factor. 

Most persons now in retirement, over or under 65, are those who, in their 
years of earned income, have helped to bear the heavy tax burdens of an excep- 
tional era in the history of our Nation. They have helped to pay the heavy cost 
of World War I, the depression years, and World War II and its aftermath, 
To pursue them into their sunset years and extract the maximum margin of tax 
from their small devalued pensions and meager savings constitutes at least a 
semblance of double taxation. 

It should be borne in mind that under section 38 those persons under social 
security, railroad retirement, and other tax-exempt systems with retired pay 
less than the exemption specified in section 38, will benefit by this new exemption 
to the extent they are otherwise able to qualify under it with other retirement 
income. 

We request that an exception be made in the case of those retired persons over 
age 75 so that their earned income in any amount does not operate to bar them 
from benefiting, if otherwise qualified under the section. 

An individual receiving social-security benefits who has attained age 75 is 
entitled to have any amount of earned income and continue to receive his tax- 
exempt social-security benefits. It would be justice to accord the same treatment 
under this section to persons in retirement under other systems who may be 75 
or over. Such a person is now limited under the section by the limitation on 
earned income over $900 in the taxable year. 

We believe that the loss of revenue factor to be incurred by including those 
in retirement under 65 is not serious. More of them are likely to have earned 
income than those over 65, and consequently he barred from participation by the 
general limitations of the section. An independent study made by the research 
division of the National Education Association indicates that the loss of revenue 
involved by including those under 65 in retirement who could qualify for the 
benefits of the section would not exceed $17.5 million with the exemption at 
$1,200 and $22 million with the exemption at $1,500. 


The Cuarman. Mr. Malcolm Johnson. 
Will you make yourself comfortable and identify yourself for the 


record ? 
STATEMENT OF MALCOLM JOHNSON, ATTORNEY, NEW YORK CITY 


Mr. Jounson. I am Malcolm Johnson, a lawyer in New York City. 
My firm represents a number of fire and marine stock insurance com- 
ae These companies are taxable under sections 831 and 832 of 

1. R. 8300, on their entire net income, at regular rates of 30 and 2214 
percent, respectively. Under the bill as now drafted, they would not 
be entitled to the 85-percent special deduction allowed corporations 
for dividends received, and the new credit allowed to individuals. In 
order to conserve the committee’s time, I am not going to review all of 
the grounds for suggested amendments. Mr. Berry of the National 
Board of Fire Underwriters has covered these quite adequately, as 
has Senator Lucas. 
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I would like, however, permission to file a detailed, technical state- 
ment. 

The Cuamman. We will be wy glad to have it. I can only speak 
as of this moment, but I think that will be fixed up. There seems 
to be an injustice about that that everyone seems to recognize. I think 
that will be fixed mp 

Mr. Jounson. Thank you, sir. 

(The prepared statement referred to follows:) 


STATEMENT OF MALCOLM JOHNSON, ATTORNEY, New York City, REGARDING Drv1- 
DENDS ON STOCK OF FIRE, CASUALTY, AND MARINE INSURANCE COMPANIES, AND 
REGARDING CERTAIN BusiINess INCOME or SucH CoMPANIES From Foreign 
SouRcEs 


I am an attorney, practicing in New York City. My firm represents a number 
of stock fire, casualty, and marine insurance companies. I would like to call to 
your attention a serious discrimination and oversight in H. R. 8300 as presently 
drafted with respect to the 85 percent special deduction allowed by section 2438 
to corporations for dividends received from such insurance companies, with 
respect to the credit allowed to individuals under section 34 for such dividends, 
with respect to the partial exclusion from gross income of such dividends received 
by individuals under section 116, and with respect to the treatment of certain 
foreign income of such insurance companies. 


I. TREATMENT OF DIVIDENDS FROM STOCK FIRE, MARINE, AND CASUALTY INSURANCE 
COMPANIES 


Under section 831, part III, of subchapter L of H. R. 8300, a stock fire, casualty, 
or marine insurance corporation is subject to tax at the full, normal tax rate of 
30 percent and the surtax of 22 percent on its entire “taxable income.” Section 
832, defining the “taxable income” of such an insurance company, is taken almost 
bodily from section 204 of the Internal Revenue Code of 1939. As such, it has 
been in the law since 1921. 

Under section 832 of the Internal Revenue Code of 1954 the “taxable income” 
of such a stock insurance company includes its investment income, its under- 
writing income, its gain from sale or disposition of property, and “all other items 
constituting gross income under subchapter B.” There is, therefore, no item of 
income which is not taxed at full corporate rates. Its principal deductions are 
for “expenses incurred” and “losses incurred.” “Unpaid losses,” as used in deter- 
mining “losses incurred,” must, under valid Treasury regulations (118, sec. 
39.204-2), be limited to “actual unpaid losses” which represent a “fair and 
reasonable estimate of the amount the company will be required to pay.” The 
reasonableness of every individual company’s unpaid losses must be substantiated 
in the light of such announced principles. The other deductions are of the same 
general type as are allowable to any corporation, appropriately defined in in- 
surance terminology. 

The concept of “taxable income” of such a company is therefore identical with 
that of any other corporation subject to the regular tax and such “taxable income” 
is taxed at full normal and surtax rates of 30 percent and 22 percent, respectively. 
Therefore, the profits out of which the dividends are paid by such a company have 
borne a full tax at regular rates. Even though the corporate profits have borne 
a full tax, by reason of a defect or discrimination contained in section 246 (a) (1) 
as presently drafted, a corporate stockholder which receives a dividend from 
such corporation would be denied the 85 percent special dividends received deduc- 
tion under section 248. Section 246 (a) (1), as presently drafted, excludes from 
the 85 percent special dividends deduction and dividend from “an insurance com- 
pany subject to a tax imposed by subchapter L (sec. 801, and following).” Part 
III of such subchapter deals primarily with stock fire, casualty, and marine 
insurance companies. Parts I and II deal with life-insurance companies and 
mutual insurance companies. The reference in section 246 (a) (1) to the entire 
subchapter L therefore operates to exclude dividends from stock companies from 
the 85 percent special dividends received deduction, even though the profits of 
such companies have been fully taxed. Section 246 (a) (1) would change section 
26 (b) of the present law, which clearly allows the 85 percent dividends received 
credit to corporations receiving dividends from stock fire, casualty, dnd marine 
insurance companies. There is no expressed intention in the Ways and Means 
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Committee report on the bill to change in any way the 85 percent dividends 
received credit with respect to dividends from such stock fire, casualty, and 
marine insurance companies. 

In much the same fashion, an individual stockholder receiving a dividend from 
a stock fire, marine, or casualty insurance company would be denied the new 
credit provided by section 34 and the exclusion provided by section 116 of the 
Internal Revenue Code of 1954. The exception contained in section 34 (c) (1) 
and incorporated in section 116 (b) is similar to that contained in section 246 
(a) (1). The denial of such special deduction to the corporate shareholder 
and the exclusion and credit to the individual shareholder was obviously not 
intended where the dividend-paying corporation was subject to an income tax 
on its entire net-income. Any such denial was intended to be limited to situa 
tions where the dividend paying corporation had not borne a full tax on its 
net income. 

The purpose of the special deduction to corporations for dividends received 
and the new exclusion and credit to individuals for dividends is to mitigate the 
effect of double taxation of corporate profits (see p. 6, Report of the Com 
mittee on Ways and Means, House of Representatives, to accompany H. R. 
8300). Sections 34 (c), 116 (b), and 246 (a) provide limitations with respect 
to the exclusion, credit, and the deduction provided in sections 34, 116, and 2438, 
respectively. The limitations in these sections have as their sole purpose the 
elimination of the credit and exclusion and the special deduction in situations 
in which no double taxation in fact occurs. Thus, on page 6 of the foregoing 
report, it is stated: 

“The relief offered by the dividend-received credit is limited to situations 
in which double taxation actually occurs. Accordingly, the dividend-received 
credit is not allowed with respect to dividends paid by foreign corporations or 
tax-exempt domestic corporations.” 

We respectfully submit that these limitations were not intended to apply to 
dividends received on the stock of a fire, casualty, or marine insurance corpora- 
tion taxable under section 831. Rather, the limitations with respect to such 
dividends appear to have been included in the above sections either through a 
technical oversight which upsets the expressed intent of the Committee on 
Ways and Means or through a failure to understand that such companies are 
taxed on their full profits with no special advantages not afforded to corpora 
tions in general. The limitation provision does not correctly reflect the manner 
in which stock fire, casualty, and marine insurance corporations are taxed or 
the nature of the dividends paid to its stockholders, 

For the purposes of sections 84, 116, and 243, a clear distinction should be 
made between so-called dividends to policyholders as defined in section 312 
(a) (2), and dividends to stockholders as defined in section 312 (a) (1). There 
is, of course, no double taxation on so-called dividends to policyholders on 
participating policies issued by a stock fire, casualty, or marine insurance cor- 
poration or by a mutual insurance company since such dividends are not divi 
dends at all but are considered a return of premium to the policyholder as 
evidenced by the deduction allowed for such return of premiums by section 
832 (c) (11). No similar deduction is allowed a stock fire, casualty, or marine 
insurance corporation for dividends paid to its stockholders, and, of course, such 
dividends are includible in the gross income of the recipient. As stated above, 
there is, therefore, double taxation with respect to dividends to stockholders 
on their stock investment. The so-called dividend to a policyholder of either 
a mutual insurance company or on a participating policy of a stock company 
is merely a rebate or adjustment of the premium. It has always been treated 
as such by the law, regulations, and courts, and is so recognized by H. R. 8300 
in section 312 (a) (2). In connection with the so-called dividends to policy- 
holders or rebate, double taxation of corporate profits could never be involved 
and no special dividends-received deduction or credit should be allowed. On 
the other hand, the distributions to stockholders on their stock are dividends 
in the true sense of the word as defined in section 312 (a) (1). In such case, 
there is double taxation of corporate profits and the special 85-percent divi- 
dends-received deduction and the credit and exclusion provided for individuals 
should be allowed. This memorandum is addressed solely to distributions on 
the stock of the stock insurance companies taxable under part III of subchapter 
L. No special dividends-received deduction or credit or exclusion is requested 
in connection with the so-called dividends or rebates to policyholders. The 
effect of the amendment proposed herein would be to allow such deduction and 
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such credit and exclusion with respect to dividends on stock but to deny the 
same for so-called dividends to a policyholder paid by either a mutual com- 
pany or by a stock company on a participating policy. 

It should further be pointed out that under section 26 (b) of the Internal 
Revenue Code of 1939, dividends to corporate stockholders paid by fire, casualty 
or marine insurance corporations subject to tax under section 204 of the 1939 
code, are eligible for the credit provided in section 26 (b). This provision recog- 
nizes that stock fire, casualty or marine insurance corporations are subject to 
tax on their full gross income less allowable deductions in the same manner as 
corporations subject to tax under sections 13 and 15 of the 1939 code. 

If the bill contained in H. R. 8300 is enacted in its present form, the economic 
consequences to the insurance industry will be exceedingly drastic. The stock 
of fire, casualty and marine insurance corporations is widely held by corporate 
investors who at present receive the 85 percent credit allowable under section 
26 (b) with respect to dividends on such stock, This benefit is removed in the 
proposed Internal Revenue Code of 1954. The removal of the benefit would, of 
course, drastically depress the market value of the stocks of fire, casualty and 
marine insurance corporations and place present corporate investors in such 
stocks at a decided disadvantage. It would also hamper efforts of existing com 
panies to acquire additional capital and make more difficult the formation of 
new stock fire, Casualty and marine insurance corporations, 

In addition, existing companies having subsidiaries would be adversely affected. 
In order to prevent a confiscatory tax on the income from their investments in 
subsidiaries, they would be required to file consolidated returns and suffer the 2 
percent addition to tax imposed as a privilege for filing such return. Moreover, 
by virtue of the definition of affiliated groups, not all closely allied corporate 
groups are eligible to file consolidated returns 


Il. BUSINESS INCOME OF STOCK FIRI AND CASUALTY INSURANCE COMPANIES FROM 
FOREIGN SOURCES 


Under section 923 there is allowed a credit equal to 14 percent of the amount 
of the taxable income with respect to certain defined business income from 
foreign sources. Under section 923 (d) (2) this credit is not allowed in the 
case of a corporation which “is subject to the tax imposed by subchapter L 


(sec. 8O1 and following relating to insurance companies).” There would seém 
to be no reasonable basis for discriminating against insurance companies in 
this connection. The competition in procuring insurance business in foreign 


countries is considerable. It is usually necessary for the insurance companies 
to employ agents or employees in the foreign countries, to expend funds therein, 
to tie up large amounts of capital in the form of deposits in such foreign countries 
required by insurance laws or regulations, and otherwise to employ considerable 
capital, time, and energy abroad in the development of this business. There 
would seem to be no particular reason to discourage the procuring of insurance 
in foreign countries by denying an advantage allowed to other forms of business. 
It is therefore requested that this section be redrafted so as to eliminate this 
discrimination. 


Tit, PROPOSED AMENDMENTS 


In place of the present language, the following language is proposed : 
“SEC. 34. DIVIDENDS RECEIVED BY INDIVIDUALS. 
“(¢) No CREDIT ALLOWED FOR DIVIDENDS FROM CERTAIN CORPORATIONS. Subsec- 
tion (a) shall not apply to any dividend from— 
“(1) An insurance company, other than a stock insurance company taxable 
under section 831, subject to a tax imposed by subchapter L.” (Sec. 801 
and following. ) 


“SEC. 246. RULES APPLYING TO DEDUCTIONS FOR DIVIDENDS RE- 
CEIVED 

“(a) Depucrion Nor ALLOWED FOR DIvipENDS FRoM CERTAIN CORPORATIONS. 

The deductions allowed by sections 243, 244, and 245 shall not apply to any 
dividend from— 

“(1) an insurance company, other than a stock insurance company taxable 

under section 831, subject to a tax imposed by subchapter L (sec. 801 and 
following). 
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“SEC, 923. BUSINESS INCOME FROM FORBIGN SOURCES 

“(d) CERTAIN CORPORATIONS INELIGIBLE FoR Creptr. The credit provided by 
section 37 shall not be allowed in the case of a corporation which for the taxable 
year— 

> + * * * + > 
“(2) is subject to the tax imposed by part I or part II of subchapter L 
(sec. 801 and following relating to insurance companies) .” 

It is respectfully submitted that sections 34 (c) (1), 246 (a) (1), and 923 
(d) (2) should be amended as above to remove this unjust discrimination 
against the fire, casualty, and marine stock insurance companies and their stock 
holders and so as to remedy the obvious oversight contained in these sections. 


Senator Bennerr. Since we met this morning I have had a call 
from the Title Insurance Co., and they feel they face the same problem 
and at this point in the record I would like to indicate that whatever 
relief is given should be considered also for title insurance companies. 

The Cuarrman. That will be noted in the record. 

Mr. Jonnson. The amendments being offered by the national board 
and myself cover all insurance companies taxable under part ITI 
which would include the title insurance companies. 

Senator Bennerr. Thank you. 

The Crarrman. Mr. Brenner, please. 


STATEMENT OF DAVID S. BRENNER, CERTIFIED PUBLIC 
ACCOUNTANT OF NEW YORK 


Mr. Brenner. Mr. Chairman, and members of the committee, my 
name is David S. Brenner. Iam a certified public accountant practic- 
ing in New York City. This statement is made on my own behalf, 
although the subject is of great importance to many of my clients. I 
have submitted my complete statement for the record. T shall now 
address the committee with a short résumé of this statement. 

(The statement referred to follows :) 


STATEMENT OF Davin S. BRENNER, CERTIFIED PUBLIC ACCOUNTANT OF New York, 
BEFORE THE SENATE FINANCE COM MITTEE’S HEARINGS ON THE REVENUE REVISION 
BIL or 1954 (H. R. 8300), Apriz 12, 1954 


My name is David S. Brenner. I am a certified public accountant practicing 
in New York City. This statement is made on my own behalf, although the 
subject to which I wish to address myself is of great importance to many of my 
clients. 

I am here to call this committee’s attention to a certain inequity in the tax 
law, as it affects people engaged in the field of professional entertainment—that 
is, the stage, screen, radio, television, and variety performers, singers, dancers, 
producers, directors, musicians, and others similarly situated—and to ask this 
committee to consider certain remedial legislation. This inequity is the in- 
ability of these individuals to deduct their ordinary and necessary business 
expenses in arriving at adjusted gross income. 


TREATMENT OF ORDINARY AND NECESSARY BUSINESS DEDUCTIONS 


It has been contended on behalf of various groups of employees that all of 
their ordinary and necessary business expenses should be allowed as déductions 
in arriving at adjusted gross income. This method of deducting expenses would 
put employees on an equal footing with independent contractors in that it would 
allow them these business deductions and in addition permit them to make use 
of the standard deduction. I believe that such treatment should be afforded the 
expenses of the people engaged in professional entertainment. 

The House of Representatives, in section 62 (2) (D) of H. R. 8800, proposes 
to extend just such treatment to outside salesmen. I find no fault with that 
provision. My only criticism is that the provision does not go far enough. The 
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very reasons given as the basis for inserting section 62 (2) (D) in the bill apply 
with equal force to those engaged in professional entertainment. On page 9 of 
the House Ways and Means Committee’s report which accompanies H. R. 8300, 
there is this statement: 

“If these salesmen were independent contractors they would be permitted to 
take business expense deductions in computing adjusted gross income and still 
use the standard deduction. Moreover, the business expenses incurred by out- 
side salesmen usually are substantial relative to their incomes.” 

I submit that those engaged in professional entertainment should be allowed 
to deduct their ordinary and necessary business expenses in arriving at ad 
justed gross income for two reasons: 

(1) These expenses are very substantial in relation to their total incomes. 

(2) The line between employee and independent contractor in the case of 
many people engaged in the field of professional entertainment is difficult to 
draw. Because of the uncertainty of classification, different individuals some- 
what similarly employed may have different size tax bills although having similar 
size incomes, 


THE SUBSTANTIAL NATURE OF THE EXPENSES 


I can testify from nmrany’ years of personal experience with the tax and related 
probiems of people in the entertainment field, that the business expenses incurred 
by them are very substantial relative to their incomes. I can think of no other 
profession or occupation where business expenses are so substantial relative to 
income. 

People in the entertainment field have very substantial business expenses 
because of the nature of their profession. Not only do they have many of the 
business expenses that taxpayers otherwise employed may have, they have many 
expenses unique to their calling. (Even where their expenses are similar in 
nature to expenses usually incurred in other professions or occupations, show 
people’s expenses are apt to consume a greater portion of income that these 
same types of expenses consume of the incomes of people in other professions or 
occupations. This is especially true of entertainment expenses.) In addition, 
many expenses that are similar to nondeductible expenses outside the enter 
tainment business are legitimately deductible by people in the entertainment 
field. 

All of these facts add up to a large business expense deduction for those en- 
gaged in the field of professional entertainment, Items like agents’ and man- 
agers’ fees, entertainment expenses, wardrobe costs, telephone answering service, 
trade publications, costumes, gifts, tips, and other gratuities are incurred 
regularly by show people and they add up to very substantial reductions of 
these taxpayers’ spendable incomes. 

To further illustrate just how substantial the business expenses of show 
people can get, I would like to discuss in a little detail just two of the many 
expenses they incur and show just how these two items alone consume a very 
substantial part of their incomes. These two items are agents’ and managers’ 
fees and entertainment expenses. 

I would like to bring up the problem of agents’ and managers’ fees for two 
reasons. First, because they are so substantial and are incurred by just about 
every individual who earns a living in the entertainment field. Rarely are these 
fees less than 10 percent of gross earnings. Often, combined agents’ and man- 
agers’ fees can go as high as 30 percent. There is hardly any question about 
the fact that these fees are substantial. 

Secondly, the present tax treatment of these fees is just another reason for 
extending section 62 (2) (D) of H. R. 8300 to cover show people. Realistically 
an entertainer’s true earnings are the net amounts of compensation remaining 
after agents’ and managers’ fees are deducted. However, at present, these fees 
are treated as employment-agency fees and may be deducted on the tax return 
only among the itemized miscellaneous deductions. A more equitable treatment 
would require the recognition of the realities of the situation and would permit 
such expenses to be deducted in arriving at adjusted gross income. 

As for show people’s entertainment expenses, here, again, we have a clear 
example of substantial expenses. These expenses are generally high for two 
reasons. The first stems from the fact that few people in show business ever 
have long-term engagements. tven while an individual is working, he must 
constantly seek his next engagement. To do that, he must entertain potential 
employers and others in a position to help advance his professional career. 
The second reason is the professional entertainer’s dependence for his financial 
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success on his popularity with the public. Here, entertainment of those who 
help keep him in the public eye is an essential expense of the professional 
entertainer. The courts have long recognized that amounts spent by show 
people for theater tickets, dinners, and entertainment for authors, critics, 
directors, newspapermen, potential show backers, and others are legitimately 
deductible. (See, e. g., Blackmer v. Commissioner (70 F. 2d 255 (2d Cir. 1934) ) : 
Lenore Ulric (27 B. T. A. 666, reversed, 2d Cir., Feb. 14, 1985).) 

As I have said, agents’ fees and entertainment expenses are but two of the 
many deductible expenses incurred by people in show business. They are large 
items, for which most professional entertainers spend heavily. Add to these 
two all the other expenses I have previously mentioned, plus the many, many 
more I have not mentioned, and you can easily see just how substantial an 
erdinary and necessary business expense outlay is required of those who are 
engaged in the field of professional entertainment. 

Thus, if (as it would appear from the Ways and Means Committee report) the 
basis for the inclusion of section 62 (2) (D) in H. R. 8300 is the substantial 
nature of the expenses involved, it would seem that in all equity the provisions 
of that section should be extended to all employees whose business expenses are 
substantial relative to their incomes. And, as I believe my foregoing testimony 
clearly demonstrates, the ordinary and necessary business expenses of individuals 
engaged in the field of professional entertainment are unquestionably very 
substantial. 


EMPLOYMENT STATUS: EMPLOYEE OR INDEPENDENT CONTRACTOR 


In the paragraph I previously quoted from the House Ways and Means Com- 
mittee’s report accompanying H. R. 8300, it is stated that if these outside salesmen 
(to whom relief is proposed to be offered under section 62 (2) (1D)) were inde 
pendent contractors they could deduct their business expenses and in addition 
use the standard deduction. From this statement, I infer that the committee 

yas convinced that these salesmen should be treated as if they were independent 
contractors without formally defining their status as such. I presume that this 
approach was taken because in that area it was difficult, if not impossible, to 
draw a pricise line and that the committee felt that these people so closely 
approached the status of independent contractor that they should, for business 
expense purposes, be treated as such. Again, I have no quarrel with the com- 
mittee. And again, I am moved to say that for those very same reasons the 
provisions of section 62 (2) (D) should be extended to cover individuals engaged 
in the field of professional entertainment. 

There is a considerable amount of uncertainty as to the true employment status 
of many individuals in the field of professional entertainment. Although they 
are often treated as employees, a good argument can be made in very many 
instances for considering these individuals to be independent contractors. 

Consider a television actor, for example. He might act in one television play 
one week, in another play the next week. In each case, he is engaged for that 
one performance, perhaps by a different television station or advertising agency. 
This individual, it can be argued, is not really an employee. Holding himself 
out to various employers as he does, he is really an independent contractor. 
Another television actor may be engaged to appear in a series of telecasts, week 
after week. His position is more nearly an employee than the first. Yet both 
are probably treated as employees by the television stations or agencies. Fur- 
thermore, during the year the status of both may change, so the first actor is now 
acting in a series and the second is free-lancing. Or each may be doing a com- 
bination of both during one period of time. 

This example is not too uncommon and helps point up the difficulty of deter- 
mining the true nature of the employment status of professional entertainers. 
It is my contention that inasmuch as it is usually so difficult to determine these 
people’s true status, they should not be limited by the niceties of legal interpreta- 
tion in determining how they are to deduct their ordinary and necessary business 
expenses. Since their expenses are so substantial, and since they are usually 
close to being independent contractors, if not technically so, they should be 
allowed to treat their business expenses as do independent contractors. This 
laudable result can be accomplished (without the necessity of having to define 
or redefine terms like “independent contractor”) by extending the provisions of 
section 62 (2) (D) of H. R. 8300 to cover individuals engaged in the field of 
professional entertainment. 

I would also like to point out that by eliminating the distinction between an 
employee and an independent contractor in the entertainment field—through the 
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extension of the coverage of section 62 (2) (D)—a serious disparity in the 
treatment by the Internal Revenue Service of similar types of expenses on differ 
ent types of returns would be obviated. I have found that the manner in which 
show people are able to deduct their expenses on their tax returns affects the 
degree to which these expenses are later questioned by the Internal Revenue 
Service. (I am not talking here of the nature of the expenses; I am only con- 
cerned with how they are deducted on the tax return.) TI find that where an 
individual in show business has to list himself as an employee on his tax return, 
his professional expenses become natural targets for examiners. These expenses, 
when listed under “miscellaneous expenses” on the tax return, generally elicit 
investigation and questioning because they differ sharply from the usual deduc 
tions Claimed by other salaried employees. (On examination, of course, these 
expenses generally stand up. But they elicit many an unnecessary examination.) 
Yet, when another individual in show business, perhaps in a somewhat similar 
position to the first individual, is able to list himself as an independent con 
tractor, not only is he able to deduct his professional expenses from his gross 
income to arrive at adjusted gross income, but his business deductions (generally 
of the same type as claimed by the first individual under “miscellaneous dedue 
tions”) are rarely challenged by the Internal Revenue Service. I submit that 
such a disparity of treatment of similar expenses by the tax examiners should 
not exist. Amending section 62 (2) (D), as proposed, would eliminate this 
disparity. 

Mr. Brenner. I am here to call the attention of this committee to 
certain inequities in the tax law as it affects people engaged in the field 
of professional entertainment—that is, the stage, screen, radio, and 
television—and to ask this committee to consider certain remedial leg- 
islation. This inequity is the inability of these people to deduct their 
ordinary and necessary business expenses in arriving at their adjusted 
gross income, in addition to their statutor vy deductions. 

The House of Represent: itives, in section 62 (2) (D) of H. R. 8300, 
proposes to extend just such treatment to outside salesmen. I find ne 
fault with that provision. My only criticism is that the provision does 
not go far enough. The very reasons given as the basis for inserting 
section 62 (2) (D) in the bill apply with equal force to those engaged 
in professional entertainment. On page 9 of the House Ways and 
Means Committee’s report which accompanies H. R. 8300, there is this 
statement : 

If these salesmen were independent contractors they would be permitted to 
take business expense deductions in computing adjusted gross income and still 
use the standard deduction. Moreover, the business expenses incurred by out 
side salesmen usually are substantial relative to their incomes. 

I submit that those engaged in professional entertainment should 
be allowed to deduct their ordinary and necessary business expenses in 
arriving at adjusted gross income for two reasons: (1) These expenses 
are very substantial in relation to their total incomes, (2) the line 
between employee and independent contractor in the case of many 
people engaged in the field of professional entertainment is difficult to 
draw. 

Referring to expenses, among the most substantial of these expenses 
are agents’ and management fees and entertainment expenses. Agents’ 
and management fees are important for two reasons. First, because 
they are so substantial and are incurred by just about every individual 
who earns a living in the entertainment field. Rarely are these fees 
less than 10 percent of gross earnings. Often combined agents’ and 
management fees can go as high as 30 percent. There is hardly any 
question about the fact that these fees alone are substantial. 

Second, the present tax treatment of these fees is just another rea- 
son for extending section 62 (d) of H. R. 8300, to cover show people. 
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Realistically, an entertainer’s true earnings are the net amounts of 
compensation remaining after agents’ and management fees are de 
ducted. However, at present the fees are treated as employment 
agency fees and may be deducted on the tax return only among the 
itemized miscellaneous deductions. A more equitable treatment 
would require the recognition of the realities of the situation and 
would permit such expenses to be deducted in arriving at an adjusted 
gross income. 

With regard to—— 

The CuHarrMAN. Are you going to give us some concrete cases be- 
fore you finish, illustrating your points, where expenses have been 
denied ¢ 

Mr, Brenner. No expenses have been denied, sir. The facts I am 
presenting to you are based upon my 12 years of experience preparing 
income-tax returns for just these individuals, sir, and what happens 
at the time we appear in front of the revenue agents. Once it is shown 
that they are employees, we must take into consideration the total of 
their expenses, those which are allowed as personal expenses, such as 
contributions, interest, and taxes and in addition we must show their 
professional expenses as miscellaneous deductions. They are in that 
vase always denied the use of the standard deduction. The profes- 
sional expenses of these people are so great compared to their in- 
come—I’m talking about the smaller earnings; I’m not talking about 
the glamorous star, sir—that they have very little left over after their 
living expenses and professional expenses, to take off those amounts 
which are usually shown under these other deductible expenses, like 
charitable contributions, taxes, interest, and so forth. And, in that 
case, because they cannot take their professional expenses off the top, 
off the gross, they are denied the ability to use the standard deduction. 

The CHairman. They cannot deduct an agent’s expense, for ex- 
ample. 

Mr. Brenner. Only under miscellaneous. My findings are such, 
sir, that once they deduct the amounts under the miscellaneous section 
of the long-form return, they have very little to take off at the top of 
the long-form return. 

The Pasumene, How about costumes and that sort of thing? 

Mr. Brenner. Sir, they are allowed all these expenses, but they lose 
out on the standard deduction. 

If I can refer back to the salesman, the salesmen were given this 
relief because salesmen found, that although they were employees, 
they were not treated equitably as compared to those salesmen who 
held themselves out as independent contractors. I will try to prove 
to you, sir, that the same situation exists and even more so, with pro- 
fessional entertainers. 

I have prepared returns for many, many people in the theater. 
That is my specialty. I was happy to see what is being done for sales- 
men, but I immediately got in touch with the various organizations 
representing show people to show them that the same sort of treat- 
ment should be accorded to them. I have met with them. I have 
worked at this thing very hard, and very conscientiously. However, 
time would not allow me to wait any longer for these organizations, 
and I took it upon myself, again very conscientiously, to come here 
and present the views as I see them. 


os 
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The CuairMan. We are very glad to have your views. 

Mr. Brenner. Thank you, sir. I do represent about eight members 
of the Council of Equity who have shown their confidence in me by 
coming back to me repeatedly for the preparation of their tax returns. 

If I may continue, I think I can prove my point. 

The CHarrman. Go ahead. 

Mr. Brenner. I have tried to prove that it is unfair not to show 
agents’ and managers’ fees, which can go as high as 30 percent, and 
take that off the top before figuring the statutory deduction. Another 
very large amount of expense is entertainment. Entertainment of 
those who help advance the professional career and help keep the 
professional entertainer in the public eye is an essential expense of the 
profession: al entertainer. 

The courts have long recognized that amounts spent by show people 
for theater tickets, dinners, and entertainment for authors, critics, 
directors, newspapermen, potential show backers and others are 
legitimately deductible. 

I refer to Blackmer v. Commissioner (70 F. 2d 255 (2d Cir. 1934)): 
Lenore Ulric (27 B. T. A. 666, reversed, 2d Cir., Feb. 14, 1935). 

Thus, if, as it would appear from the Ways and Means Committee 
report, the basis for the inclusion of section 62 (2) (D) in H. R. 8300 
is the substantial nature of the expenses involved, it would seem that 
in all equity the provisions of that section should be extended to all 
employees whose business expenses are substantial relative to their 
incomes. And, as I believe my foregoing material clearly demon- 
strates, the ordinary and necessary business ¢ expenses of the individuals 
engaged in the field of professional entertainment are unquestionably 
very ‘substantial. 

Mr. Brenner. In the paragraph previously quoted from, the House 
Ways and Means Committee report accompanying H. R. 8300, it is 
stated that if these outside salesmen, to whom relief is proposed to 
be offered under section 62 (2) (d) were independent contractors they 
could deduct their business expenses and in addition use the standard 
deduction. From this statement, I infer that the committee was 
convinced that these salesmen should be treated as if they were inde- 
pendent contractors without formally defining their status as such. 

There is a certain amount of uncertainty as to the true employment 
status of many individuals in the field of professional entertainment. 
Although they are often treated as employees, a good argument can 
be made in very many instances for considering these individuals to 
be independent contractors. 

Consider a television actor, for example. He might act in 1 tele- 
vision play 1 week, in another play the next week. In each case, he 
is engaged for that one performance, perhaps by a different tele- 
vision station or advertising agency, or I might add, sponsor, package 
show, or almost anybody. He very rarely knows who the organization 
is who will submit his W-2 form. 

This individual, it can be argued, is not really an employee. Hold- 
ing himself out to various employers as he does, he is really an 
independent contractor. Another television actor may be engaged to 
appear in a series of telecasts, week after week. His position is more 
nearly an employee than the first. Yet, both are probably treated 
as employees by the television stations or agencies. 
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I hope that is the case you are looking for, sir. 

The CHarman. That gives me some idea. Now, let’s take 
assumed case: How do they get their jobs? Are they on a list? 

Mr. Brenner. Two ways, sir. Through an agent and through thei: 
own efforts. That is where the entertainment expense comes, and 
they are continuously, and while engaged on one engagement, they 
are continuously seeking new engagements and they must keep them 
selves in front of the people. 

The Cuaiman. Do they circulate around and find out where the 
shows are coming in and bring themselves to the attention of whoeve: 
hires the people ¢ 

Mr. Brenner. Absolutely. 

The CHarrman. Or, they have an agent to do that for them? 

Mr. Brenner. They do that themselves in addition te the agents, 
They must continuously keep themselves before the eyes of the people 
who are looking for their type of character or star. 

The CHatrman. Is that where the expense of entertainment comes 
in ¢ 

Mr. Brenner. Yes, sir. 

The Crairman. How do they do that, do they invite someone to 
lunch ¢ 

Mr. Brenner. They invite people to lunch, they invite people to 
their homes. When they are opening the shows, the agents and them 

selves hand out tickets to all the people who can come to the show te 
see how they perform. 

The CuatrMan. That is how they get a good hand ¢ 

Mr. Brenner. I know that that sometimes happens. On opening 
night they have all their friends in the audience. 

The CHamman, Supposing someone has a bit part in television, how 
much does he get for making this appearance ? 

Mr. Brenner. Well, the minimum is less than $100, sir. The aver 
age for a pretty good character actor is about $250. There is another 
inequity which I won’t bring up at this time, but I will just pass it in 
mentioning,though [I had compared with that, but I decided to drop it 
at the last moment and that is the amount of withholding on these 
people. The amount of withholding, withheld on the television actor 
who appears, once a wee ‘k, we'll say, is the equivalent, if he was appear- 
ing 5 days a week, we'll say, and the amount of refund they receive 
at the end of the year is quite substantial as a result of all that. 

The CHairman. How many weeks a year are those people employed ¢ 

Mr. Brenner. The average, as shown by the statistics prepared by 
the various organizi itions. are so low I would hate to mention is, even 
if | knew. It is very, very low, sir. 

How they live is a very moot question, and we have to answer it 
before the very competent agents employed by Commissioner Andrews. 
They must not only live, but they have the overhead expenses of keep 
ing themselves circulated and well dressed, et cetera and et cetera. 

May I go on, sir? 

The CHarman, Please do, 

Mr. Brenner. Another television actor may be engaged to appear in 
a series of telecasts week after week. His position is more nearly an 
employer, Yet, both are probably treated as employees by the tele- 
vision agency or station. 
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During the year the status of both may change so that the one actor 
is working in a series and the second is free- lanci ing. Or each may 
be doing a combination of both during one period of time. 

This example is not too uncommon ‘and helps point up the difficulty 
of determining the true nature of the employment status of profes- 
sional entertainers. It is my contention that inasmuch: as it is usually 
so difficult to determine these people’s true status, they should not be 
limited by the niceties of legal interpretation in determining how they 
are to deduct their ordinary and necessary business expenses. Since 
their expenses are so substantial, and since they are usually close to 
being independent contractors, if not technically so, they should be 
allowed to treat their business expenses as do inde ieltisens contractors 
This laudable result can be accomplished, without the necessity of 
having to define or redefine terms like “independent contractor,” by 
extending the provisions of Section 62 (2) (D) of H. R. 8300 to cover 
individuals engaged in the field of professional entertainment. 

Gentlemen of the committee, I thank you for the opportunity given 
me to address your committee. I hope you will see fit to make the 
changes. 

Senator Bennerr. Mr. Brenner, I have just one question. You 
suggest this group of people should be given the same consideration 
as salesmen. That is the purpose of your testimony. Do you know 
of any other group that falls inside of the same general pattern ? 

Mr. Brenner. No, sir. Those are the two groups as I have men 
tioned, in my experience of preparing tax returns for so many in 
dividuals, where I felt very strongly about that one point, that they 

could not take their statutory deductions in addition to their business 
and professional expenses. The salesman, the outside salesman, and 
also these entertainers, and especially the entertainers, who I have 
a great love for, because they are such a hard-working group. Their 
time and their talent is not limited to'a certain few hours. They 
work continuously and they are very conscientious and hard working 
people. 

The CHatrman. For an average television show, how much pre- 
liminary do they go through to learn their parts? 

Mr. Brenner. "They must spend about a week in rehearsal. It is 
pretty hard, sir. 

The CHatrman. It is pretty hard. 

Mr. Brenner. When you take into consideration that for the aver 
age Broadway show, they have to spend quite a bit of time rehearsing, 
and then they are expected to do as good a job on much shorter notice, 
on a television performance. 

This does not only apply, sir, to television, this applies to a singer 
He may be on a concert tour and in that case be an independent con 
tractor. He may sing in a church in a choir and in that case be an 
independent contractor. Another time you will find him singing on 
the Broadway stage, and so forth. 

The Cuatrman. What is the distinction in this particular line be- 
tween an independent contractor and an employee? 

Mr. Brenner. That is exactly why Iam here. It is very, very dif- 
ficult and it takes an awful lot of talking. The distinction as far as 
the entertainers are concerned—and I agree with them—is that wher- 
ever a W-2 form is submitted by an employer—in other words, wher- 
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ever the employer—usually’a very big organization—having been told 
by their attorneys to take no chances but to consider these people 
employees, they do so. You see, we are not trying to change their 
status, sir. There is no change intended in this bill that I have refer- 
ence to, as far as salesmen are concerned. We are trying to get them 
the same relief as is being accorded these outside salesmen. 

The Cuarrman. These very humble people in the entertainment field 
who go around and play for lodges and night shows and that kind of 
business? Are they employees or independent contractors ¢ 

Mr. Brenner. I have made a study of that. I have here “Status 
of theater people as independent contractors.” These purple you 
refer to are known as variety entertainers. Insofar as they appear 
with their own act—at lodges, vaudeville stages, et cetera, they are 
independent contractors, but in the cases quoted here, if they were to 
appear as one act in a circus, they immediately become employees, but 
they do the very same thing, sir. 

The Cuamman. We are very much obliged to you. 

Mr. Brenner. Thank you. 

The Cuarmman. Mr. Mertz, please. 


STATEMENT OF ARTHUR C. MERTZ, NATIONAL ASSOCIATION OF 
INDEPENDENT INSURERS 


Mr. Merrz. My name is Arthur C. Mertz, and I am appearing for 
the National Association of Independent Insurers. 

The Cuamman. Tell us something about the nature of that organi- 
zation. What it does. 

Mr. Merrz. First, may I explain that I have filed with the clerk a 
detailed memorandum on this subject, and some of the material in 
that memorandum has already been covered by earlier witnesses. 1] 
shall dispense with reading it, with your permission, and shall make 
my remarks very brief. 

The Cuamman. We will put your statement in the record. 

(The memorandum referred to follows :) 


MEMORANDUM SUBMITTED BY NATIONAL ASSOCIATION OF INDEPENDENT INSURERS 
IN PROTEST AGAINST THE DISCRIMINATORY TREATMENT OF STOCK INSURANCE 
COMPANIES AND THEIR SHAREHOLDERS UNperR H. R. 83800 


This memorandum is submitted by the National Association of Independent 
Insurers, an association whose membership includes 103 capital stock casualty 
and fire insurance companies doing business in every State and Territory of the 
United States, with aggregate assets in excess of $600 million, and with aggre 
gate premium volume which exceeded $500 million in 1953. A list of the member 
stock companies is attached to this memorandum. 

The association wishes to register a vehement protest against those provi 
sions in H. R. 8800 (sees. 34 (c) (1), 116 (b), 246 (a) (1), 923 (d) (2), and 
951 (c) (4)) that would impose drastic and discriminatory burdens upon the 
entire stock-casualty and fire-insurance industry, and that would result in severe 
loss to its many thousands of shareholders. The discriminatory impact of the 
provisions in question seriously affects such insurance companies and their indi- 
vidual and corporate shareholders. 


1. INDIVIDUAL SHAREHOLDERS 


Sections 34 and 116 of H. R. 8800, as passed by the [House of Representatives 
on March 19, 1954, provide for certain credits and exclusions from income in 
regard to cash dividends received by individuals from domestic corporations, 
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consisting in general of the exclusion from income of $50 per year in the first 
year (increased to $100 in the fellowing year)’ plus a credit against income tax 
of 5 percent (increased to 10 percent in the following year) of the remaining 
dividend income.’ It is provided, however, in section 34 (c) (1) and section 116 
(b) that the dividend exclusion and dividend credit afforded by sections 34 and 
116 shall not be allowed with respect to dividends received by individuals from 
“an insurance company subject to a tax imposed by subchapter L.” Sections 831 
and 832 of subchapter L embody, without change of substance, section 204 of the 
1989 code which imposes upon the net income of every insurance company (other 
than a life or mutual insurance company) taxes computed as provided in the 
code sections relating to business corporations generally. 

Thus, the cash dividends received by individuals from stock-insurance com- 
panies would be excluded from the benefits extended by sections 34 and 116 to 
all business corporations, even though section 831 of subchapter L specifically 
provides that taxes assessed against such corporations shall be computed on the 
same basis as those assessed against business corporations generally. 


2. CORPORATE SHAREHOLDERS 


Domestic corporate shareholders receiving dividends from a domestic corpora- 
tion (including dividends from domestic stock-insurance companies) are under 
present law, entitled to a credit of 85 percent thereof in computing their net 
income subject to corporate income taxes. Section 243 of H, R. 8300 continues 
this treatment but provides that the shareholder corporation will be allowed 
a deduction instead of a credit. However, section 246 (a) (1) makes the deduc- 
tion allowed by section 243 inapplicable to dividends received from “an insurance 
company subject to a tax imposed by subchapter L.” Hence, corporate share- 
holders would not be allowed a deduction with respect to dividends received from 
stock-insurance companies. 

For the reasons set forth below, we submit that no valid grounds exist for 
treating dividends received by individual and corporate shareholders from 
stock-insurance companies any differently from dividends received by such 
shareholders from business corporations in general and that sections 34 (c) (1), 
116 (b) and 246 (a) (1) should be revised to eliminate the unfair and serious 
discrimination which they would inflict upon such insurance companies and 
their shareholders: 

I. The exclusion from the relief provisions of sections 34 and 116 of dividends 
paid to individual shareholders by stock-insurance companies is contrary to the 
expressed purpose of the legislation, namely, to afford relief “in situations in 
which double taxation actually occurs” (H. Rept. No. 1387, pp. 5,6). The House 
report points out that under present law the earnings of a corporation are taxed 
twice, once as corporate income and again as individual income when paid out as 
dividends to shareholders (p. 5). It declares that this results in a higher tax 
burden on distributed corporate earnings than on other forms of income and has 
contributed to the impairment of investment incentives (p. 5). It points out 
also that capital which otherwise would be invested in stock is driven into 
channels which involve less risk in order to escape the penalty of double taxation 
and that this has restricted the ability of companies to raise equity capital 
through stock issues (p. 6). 

All the above considerations apply with equal force in the case of stock- 
casualty and fire-insurance companies as in the case of business corporations 
generally. Sections 34 and 116, in their present form, would result in a higher 
tax burden on distributed corporate earnings of such stock-insurance companies 
than on distributed corporate earnings of corporations generally as well as in a 
higher tax burden than on other forms of income. Thus, with respect to such 
stock insurance companies, sections 34 (c) (1) and 116 (b) would accentuate 
rather than alleviate the inequalities and unfair conditions which sections 34 
and 116 are designed to eliminate. 

II. Section 246 (a) (1) of H. R. 8300 places an additional tax burden on 
distributed corporate earnings of stock-insurance companies—a tax burden 
which does not exist under present law and one which is not placed on business 
corporations generally either under present law or under H. R. 8300. As 
previously noted, section 248 allows corporate shareholders as a deduction an 
amount equal to 85 percent of the dividends received from domestic corpora- 





1 Sec. 116. 
7 Sec. 34. 
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tions. By virtue of section 246 (a) (1), this deduction does not apply to 
dividends received from a stock-insurance company. Thus, the difficult position 
in which stock-insurance companies are put by sections 34 (c) (1), and 116 (b) 
is made even more critical by section 246 (a) (1), and a serious penalty would 
be imposed upon corporate ownership of insurance stocks. 

III. The House report contains no explanation whatever as to why dividends 
received by individual and corporate shareholders from stock-insurance com- 
panies are dealt with under H. R. 8300 differently than dividends received from 
any commercial or manufacturing company. The statement in the report that 
the relief offered by the dividend-received credit is limited to situations in 
which double taxation actually occurs, does not explain the discrimination, for 
earnings of the stock-insurance companies in question are in fact taxed twice, 
once as corporate income and again as dividend income when paid out to share 
holders. The report cites examples of companies whose stockholders are 
denied the benefit of the dividend credits because the companies are not subject 
to double taxation, but these examples do not include stock-insurance com 
panies—and, as noted above, could not properly do so. Thus, the express 
objective of the relief provision—to eliminate or reduce double taxation of divi 
dends—is directly frustrated in an important segment of American business 
investment by denying the dividend benefits to insurance-company stocks. 

IV. There exists, in fact, no valid basis for differentiating between dividends 
received from stock-casualty and fire-insurance companies, on the one hand, 
and dividends received from commercial and manufacturing companies, on the 
other. Under H. R. 8300, as under present law, the taxes imposed upon the 
net income of every such stock insurance company are computed in the same 
manner and at the same rates as are the taxes of corporations in general. All 
such stock insurance companies are subject to a 30-percent normal tax rate and 
the full 22-percent surtax rate on their entire net income, in the same way as 
manufacturing and mercantile companies. The net income of such insurance 
companies differs in no respect here material from the net income of other cor 
porations. It consists of gross income less deductions—the gross income con- 
sisting of (@) the amount earned from investment income and from underwriting 
income, (0) gain from the sale or other disposition of property, and (¢) all 
other items constituting gross income under the code sections defining gross 
income (sections equally applicable to business corporations in general) ; and 
the deductions being essentially the same as in the case of other corporations. 
In short, it can fairly be stated that such stock-insurance companies pay taxes 
at the same rates and upon net income determined in substantially the same 
manner as that of any commercial or manufacturing company. This is true 
under existing law and remains unchanged under the proposed Internal Revenue 
Code of 1954. 

V. In discussions with representatives of the Internal Revenue Service, in an 
attempt to ascertain the reasons for the discriminations which H. R. 83800 would 
impose upon stock-insurance companies, interest was expressed in the matter of 
loss reserves and whether insurance companies might obtain a tax advantage over 
other corporations by maintaining loss reserves in excess of their actual losses. 
As will be shown below, no possible tax advantage could be derived in any such 
manner. 

In determining their underwriting income for a taxable year, insurance com 
panies are entitled to subtract “losses incurred” from their earned premiums. 
The regulations of the Internal Revenue Service expressly provide that 

“Every insurance company to which this section applies must be prepared to 
establish to the satisfaction of the Commissioner of Internal Revenue that the 
part of the deduction for ‘losses incurred’ which represents unpaid losses at 
the close of the taxable year comprises only actual unpaid losses stated in 
amounts which, based upon the facts in each case and the company’s experience 
with similar cases, can be said to represent a fair and reasonable estimate of 
the amount the company will be required to pay. Amounts included in, or added 
to, the estimates of such lcsses which, in the opinion of the Commissioner, are 
in excess of the actual liability determined as provided in the preceding sentence 
will be disallowed as a deduction. The Commissioner may require any such 
insurance company to submit such detailed information with respect to its actual 


* Dividends paid to policyholders as such are allowed as a deduction in computing net 
income. But such dividends, or return of premiums, must not be confused of course with 
dividends to stockholders as such. 
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experience as is deemed necessary to establish the reasonableness of the deduction 
for ‘losses incurred’ ” (Reg. 118, see. 39.204-2 (b).) 

In short, a stock insurance company may not under law maintain excessive 
loss reserves and the Internal Revenue Service has full authority to require 
stock-insurance companies to maintain only such loss reserves as are reasonable. 
If a stock-insurance company maintains excessive loss reserves, it is subject to 
the usual sanctions. Surely, discriminatory legislation is not to be based upon 
a concept that a tax advantage might be obtained through unlawful action. 

VI. There is no analogy between stock-casualty and fire-insurance companies 
and the other corporations which are denied the benefits of sections 34, 116, 
and 248 of H. R. 8800. Aside from insurance companies, the provisions of these 
sections are made inapplicable only to dividends received from corporations with 
respect to which there is not double taxation of corporate earnings. These 
corporations consist principally of corporations of the type mentioned in the 
House report, namely foreign corporations or tax-exempt domestic corporations 
p. 5). We see no reason in logic or policy for extracting stock-casualty and 
fire-insurance companies from the general class of business and financial cor- 
porations with which they have traditionally been grouped for tax purposes, and 
throwing them in with such disparate and dissimilar entities as foreign corpora- 
tions and tax-exempt organizations. 

The serious consequences of the discriminatory treatment of stock-insurance 
companies by H. R. 8300 can readily be anticipated : 

1. The capital stock of such companies would immediately suffer a substantial 
decline in market value as a result of the more favorable tax treatment of 
dividends paid on other corporate stocks, causing substantial capital loss to 
present investors. 

2. The present corporate shareholders would suffer a substantial loss with 
respect to net investment income, since for the first time they would be denied 
a credit or deduction of 85 percent on dividends received from such insurance 
companies in computing their net income subject to corporate income taxes. 
All present shareholders would suffer a comparative net investment loss in rela- 
tion to present shareholders of corporations in general in view of the discrimi- 
natory tax burden on dividends received from stock insurance companies. 

3. Investors would tend either to reject future offerings of capital stock by 
such insurance companies or to exact more attractive terms as to dividends 
and security, thereby inhibiting expansion of this important segment of the insur- 
ance industry through capital-stock offerings. 

4. The stock-insurance companies may be foreed to finance expansion by capi- 
talizing earned surplus through payment of stock dividends rather than through 
new stock offerings, with a consequent reduction in cash dividend payments. 
In such event, the discriminatory provisions may well result in a decrease in 
the Federal revenue derived from the earnings of stock-insurance companies 

In any event, no conceivable benefit to the Federal revenue could justify the 
discriminatory treatment of such insurance-company dividends and the imposi- 
tion of such sweeping damage upon an important domestie industry and its 
many thousands of shareholders. 

Additional discriminations against stock-insurance companies would be im- 
posed by sections 923 (d) (2) and 951 (c) (4) of H. R. 8300. Section 923 (d) (2) 
denies to stock-insurance companies the credit allowed under section 37 of H. R. 
8300 to business corporations generally with respect to business income from 
foreign sources. Section 951 (c) (4) denies to stock-insurance companies an 
election granted to business corporations generally as to the treatment of deferred 
income from foreign sources. No explanation is to be found in the House report 
for such discrimination against the stock-insurance companies, and there is no 
justification for treating such insurance companies differently in these respects 
from business corporations generally. 

We respectfully submit, therefore, that sections 34 (c) (1), 116 (b), 246 
(a) (1), 928 (d) (2) and 951 (c) (4) of H. R. 88300 should be amended to elim- 
inate the unfair and completely unjustified discriminations which they would 
impose upon the insurance companies in question and their shareholders. 

NATIONAL ASSOCIATION OF INDEPENDENT INSURERS, 
By Vesta LEMMON, General Manager. 
ArTHUR C. MERtTZ, General Attorney. 
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Srock CoMPANY MEMBERS OF NATIONAL ASSOCIATION OF INDEPENDENT INSURERS 


Aegis Casualty Insurance Co., Denver, Colo. 

Allstate Fire Insurance Co., Skokie, Il. 

Allstate Insurance Co., Skokie, Ill. 

American Bankers Insurance Company of Florida, Miami, Fla. 
American Fire & Casualty Co., Orlando, Fla. 

American General Insurance Co. of Minneapolis, Minneapolis, Minn. 
American Guarantee & Liability Insurance Co., Chicago, Il. 
American Mercury Insurance Co., Washington, D. C. 
American Title & Insurance Co., Miami, la. 

American Universal Insurance Co., Providence, R. I. 
Atlantic Casualty Insurance Co., Newark, N. J. 

Atlantic & Gulf States Insurance Co., Easley, S. C. 

Audubon Insurance Co., Baton Rouge, La. 

Auto Insurance Co., Covington, Ky. 

Automobile Club Insurance Co., Columbus, Ohio. 

Baloise Fire Insurance Co., Ltd., Miami, Fla. 

Bankers Insurance Co., Conway, Ark. 

Cal-Farm Insurance Co., Berkeley, Calif. 

Casualty Underwriters, Inc., St. Paul, Minn. 

Central National Insurance Co., The, Omaha, Nebr. 
Citizens United Insurance Co., Indianapolis, Ind. 
Commercial Insurance Co., Amarillo, Tex. 

Continental Union Insurance Co., Birmingham, Ala. 

Delta Fire & Casualty Co., Baton Rouge, La. 

Dubuque Fire & Marine Insurance Co., Chicago, Ill. 
Economy Auto Insurance Co., Freeport, Il. 

Educators Automobile Insurance Co., Fort Worth, Tex. 
Employers Insurance Co. of Alabama, Inc., Birmingham, Ala. 
Equity General Insurance Co., Miami, Fla. 

Fire & Casualty Insurance Co. of Connecticut, The, Hartford, Conn. 
Firemen & Mechanics’ Insurance Co., Ine., Fort Wayne, Ind. 
Freeport Motor Casualty Co., Freeport, Ill. 

General American Casualty Co., San Antonio, Tex. 

General Bonding & Insurance Co., Oklahoma City, Okla. 
General Casualty Co. of Wisconsin, Madison, Wis. 
Government Employees Insurance Co., Washington, D. C. 
Great Central Insurance Co., Peoria, Tl. 

Great National Fire & Casualty Co., Waco, Tex. 

Great Northern Insurance Co., Minneapolis, Minn. 
Guaranty Fire & Marine Insurance Co., Columbia, S. C. 
Hawkeye-Security Insurance Co., Des Moines, Iowa 
Highway Casvalty Co., Chicago, TIL 

Home Service Lloyds, Dallas, Tex. 

Houston American Insurance Co., Houston, Tex. 

Inland Empire Insurance Co,, Salt Lake City, Utah 
Insurance Co. of St. Louis, St. Louis, Mo. 

Insurance Co, of the South, Jacksonville, Fla. 

Insurance Co. of Texas, The, Dallas, Tex. 

Inter-Ocean Reinsurance Co., Cedar Rapids, Iowa 

La Salle Casualty Co., Chicago, Il. 

Liberty National Insurance Co., Coeur D’Alene, Idaho 
Louisville Fire & Marine Insurance Co., Louisville, Ky. 
Michigan Surety Co., Lansing, Mich. 

Mid-Continent Casualty Co., Kansas City, Mo. 

Mid-South Insurance Co., Jonesboro, Ark. 

Mid-State Insurance Co., Chicago, Il. 

Midwestern Fire & Marine Insurance Co., St. Louis, Mo. 
Minnehoma Insurance Co., Tulsa, Okla. 

Motor Vehicle Casualty Co., Elmhurst, Tl. 

Mountain Standard Insurance Co., Denver, Colo. 

National Farmers Union Property & Casualty Co., Denver, Colo. 
National Fidelity Insurance Co., Spartanburg, S. C. 
National Fire & Marine Insurance Co., Omaha, Nebr. 
National Indemnity Co., Omaha, Nebr. 

National Service Fire Insurance Co., Memphis, Tenn. 
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Oregon Automobile Insurance Co., Portland, Oreg. 
ermanent Insurance Co., Columbus, Ohio 
Pioneer Casualty Insurance Co., San Antonio, Tex. 

preferred Fire Insurance Co., Topeka, Kans. 

preferred Insurance Co., Grand Rapids, Mich. 

Premier Insurance Co., Rochester, Minn. 

Public National Insurance Co., Miami, Fla. 

Republic Indemnity Co., The, Columbus, Ohio. 

Republic Indemnity Co. of America, Los Angeles, Calif. 
Riverside Insurance Co. of America. Little Rock, Ark. 

st. Louis Fire & Marine Insurance Co., St. Louis, Mo. 

Secured Fire & Marine Insurance Co., Indianapolis, Ind. 
Security General Insurance Co., Sioux Falls, 8. Dak. 

Southern Farm Bureau Casualty Insurance Co., Jackson, Miss. 
Southern Fire & Casualty Co., Knoxville, Tenn. 

Southern General Insurance Co., Atlanta, Ga. 

Southwest American Investment Co., Houston, Tex. 

Southwest Casualty Insurance Co., Fayetteville, Ark. 
Standard Casualty Co., Sioux Falls, 8. Dak. 

Standard Casualty Co., Houston, Tex. 

State Farm Fire & Casualty Co., Bloomington, IL. 

State Fire & Casualty Co., Miami, Fla. 

Surety National Insurance Co., Omaha, Nebr. 

Texas Casualty Insurance Co., Austin, Tex. 

Transit Casualty Co., St. Louis, Mo. 

Trans-Pacific Insurance Co., Phoenix, Ariz. 

Transport Indemnity Co., Los Angeles, Calif. 

Transport Insurance Co., Dallas, Tex. 

United Benefit Fire Insurance Co., Omaha, Nebr. 

United Fire & Casualty Co., Cedar Rapids, Iowa. 

Universal Underwriters Insurance Co., Kansas City, Mo. 
Utilities Insurance Co., St. Louis, Mo. 

Vernon Casualty Insurance Co., Indianapolis, Ind. 

Washington Fire & Marine Insurance Co., St. Louis, Mo. 
Western Fire & Indemnity Co., Lubbock, Tex. 

Western Pacific Insurance Co., Seattle, Wash. 

Wolverine Insurance Co., Battle Creek, Mich. 

Zurich General Accident & Liability Insurance Co., Ltd., Chicago, Il. 


Mr. Merrz. Our organization is a national trade association of 
230 fire and casualty insurance companies of which 103 are stock com- 
panies doing business in every State of the United States and Canada. 
The total assets of these stock companies alone exceed $600 million 
and their aggregate premium writings in 1953 were more than $500 
million. 

I might mention for the benefit of the Senator that we have at least 
one title company in membership. I don’t know whether it was the 
title company who wrote you. If it was, we should keep our members 
better apprised of what we are doing for them. 

Senator Bennerr. Apparently, yours is the American Title Insur- 
ance Co., of Miami, Fla. I got my telephone call from Los Angeles. 

Mr. Merrz. Our association is appearing in protest against a seri- 
ous discrimination imposed upon stock insurance companies under 
House Resolution 8300. The discrimination consists of denying to 
shareholders of insurance companies—by which I mean all share- 
holders, individuals and corporate—the partial relief from double 
taxation of dividends which the bill extends to shareholders of corpo- 
rations in general. 

Senator Lucas, who appeared this morning before the committee 
in behalf of the American Finance Conference, has already explained 
to this committee that stock insurance companies presently pay the 
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same corporate taxes that other business corporations pay, computed 
at the same tax rates. Yet, under the new code, shareholders of stock 
insurance companies are denied the dividend relief which shareholders 
of business corporations in general are to receive. 

Specifically, individual shareholders are denied the dividends credit 
and exclusion under sections 34 and 116, and corporate shareholders 
are denied the 85-percent dividend credit under section 246. In view 
of the House committee’s expressed objective of this dividend-relief 
provision, the denial of the 85-percent credit is particularly hard to 
understand. The House committee explained that the dividend-relief 
provision is intended to avoid double taxation of dividends. Yet, by 
excluding stock insurance companies from section 246 (a), the House 
is creating double taxation where none existed before. 

The Cuarrman. I can’t speak for the whole committee at this stage 
of the game, but I just want to say I think that will be corrected. | 
don’t want to spoil your speech. 

Mr. Merrz. I don’t care about my speech. I have no pride of 
authorship. I did want to emphasize that one point, though. It is 
hard to know whether one should mention these things at the expense 
of being repetitious, or let it go. 

I haven’t much more here. I just wanted to point out, as you un- 
doubtedly know, under the present code, all corporate shareholders 
are entitled to this 85-percent credit against dividends from all sources, 
including corporate shareholders of insurance companies. Under this 
new bill, now, for the first time, the corporate shareholders of insur 
ance companies will be taxed, not on 15 percent of the dividends from 
insurance stock as under present law, but on 100 percent of such 
dividends. 

We believe this imposes a discriminatory tax burden on these cor 
porate holders of insurance stocks which can have the most serious 
consequences for the whole insurance industry. 

Let me just enumerate several of those consequences and then | 
will be through: First, we believe that under this present law, if it is 
allowed to stand as written, the capital stock of insurance companies 
will immediately suffer a substantial decline in market value as a 
result of the unfavorable tax treatment of their dividends. This will 

cause substantial capital loss to present investors, both individual and 
corpors ate. 

Secondly, the present corporate shareholders will suffer a substantial 
loss of net investment income, and thirdly, investors will tend either 
to reject future offerings of capital stock by such insurance companies, 
or to exact more attractive terms as to dividends and security, thereby 
inhibiting expansion of this important segment of the insurance in- 
dustry through capital stock offerings. 

We, therefore, submit that House Resolution 8300 should be amended 


to eliminate the discriminatory provisions to which I have referred, 


and I am considerably heartened to know that you have that in mind 

I might add that representatives of our association have discussed 
these matters in detail with Mr. Stam and he has been furnished a copy 
of our memorandum. 

Thank you for your kindness in allowing me to appear. 

The Cuatrman. Thank you very much. 

Is Mr. McDermott in the audience? 
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Well, I guess that finishes it for today. We will meet at 10 o'clock 
tomorrow morning. 

(By direction of the chairman, the following is made a part of the 
record :) 


UNITED STATES SENATE, 
COMMITTEE ON BANKING AND CURRENCY, 
April 12, 1954. 
Hon. EvGENE D. MILLIKIN, 
Chairman, Senate Finance Committee, 
Congress of the United States, Washington, D. C. 

DEAR GENE: I am enclosing herewith suggested amendments to the foreign- 
trade provisions of H. R. 8800, which were submitted to me by one of the large 
pharmaceutical companies, located in New York City. It is my understanding 
that these proposed amendments will be submitted to your committee during 
the course of the hearings on H. R. 8300. The attached material is for your 
information and appropriate consideration. 

With kindest personal regards, I remain 

Sincerely yours, 
InvING M. Ives. 


SUGGESTED AMENDMENTs TO FOREIGN TRADE PROVISIONS oF H. R. 8300 


1. WHOLESALE ESTABLISHMENT 


Under section 923 a domestic corporation cannot get the benefit of the 14-point 
tax reduction in respect of dividends from foreign corporations unless, inter 
alia, the dividends have been derived from the active conduct of a trade or busi- 
ness “through a factory, mine, oil or gas well, public utility facility, retail 
establishment, or other like place of business situated within a foreign country.” 
The term “trade or business” is so defined as to give the quoted portion of the 
section a very narrow scope. lor example, while a retail establishment would 
qualify for the benefit, a wholesale establishment would not. The section should 
be so changed that the 14-point reduction will be equally available, under the 
same conditions, to all companies having substantial trade and business oper- 
ations in a foreign country or countries. This can be accomplished in 1 of 2 
ways: 

Suggestion 1: Strike out section 923 (b) (1), and amend section 923 (a) (3) 
(A) (ii) to read as follows: 

“(ii) has been derived to the extent of at least 90 percent from the active 
conduct of a trade’or business through a factory, mine, oil or gas well, public 
utility facility, retail or wholesale establishment, or other like place of business 
situated within a foreign country or countries, and” 

Suggestion 2: Amend section 923 (a) (8) (A) (ii) to read as follows: 

“(ii) has been derived to the extent of at least 90 percent from the active 
conduct of a trade or business within a foreign country or countries, and” 
and section 951 (a) should be similarly amended. 

Amend section 923 (a) (1) and section 951 (b) (1) to read as follows: 

“(1) The term ‘trade or business’ shall include sales of goods manufactured 
by the seller or an affiliate in connection with operations which conform with 
the following requirements: 

(i) A substantial stock of goods or merchandise is maintained in one 
or more foreign countries, or 

(ii) A substantial staff of sales employees is maintained, or substantial 
advertising and promotion expenses are incurred, in one or more foreign 
countries ; and” 


2. STOCK OWNERSHIP REQUIREMENTS 


(a) Under section 923 the domestic corporation cannot get the benefit of the 
14-point tax reduction in respect of dividends from foreign corporations unless, 
inter alia, a domestic corporation, either alone or in association with not more 
than three other domestic corporations, owns more than 50 percent of the voting 
stock of such foreign corporation. Many companies have found it expedient 
or necessary to share the ownership of foreign operating subsidiaries 50-50 with 
local stockholders. Moreover, some foreign countries have laws which require 
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stockholdings of 50 percent or more on the part of nationals of such countries 
Accordingly, the present provisions of section 923 would unfairly penalize many 
domestic corporations which are actively engaged in foreign trade and have 
substantial investments therein. 

Section 923 (a) (3) (B) (i) should be amended to read as follows: 

“(i) such domestic corporation, either alone or in association with not more 
than three other domestic corporations, owned 50 percent or more of the voting 
stock of such foreign corporation, or the maximum percent allowable by the 
requirements of a foreign country in which such foreign corporation is doing 
business, whichever is lower, or” 

(b) Section 923 treats as trade or business income a dividend received by a 
foreign corporation from another foreign corporation, but only if the foreign 
corporation owns more than 50 percent of the voting stock of such other foreign 
corporation. The situation related under (@) above is equally applicable in 
respect of this provision. Accordingly, section 923 (b) (2) (B) should be 
amended to read as follows: 

“(B) at the date of the declaration of the dividend and during the whole of the 
years in which were accumulated such earnings and profits such foreign cor 
poration owned 50 percent or more of the voting stock of such other foreign 
corporation, or the maximum percent allowable by the requirements of a foreign 
country in which such other foreign corporation is doing business, whichever 
is lower.” 


8. GOODS INTENDED FOR SALE IN THE UNITED STATES 


Section 923 denies the 14-point reduction in respect of dividends received by a 
domestic corporation from a foreign corporation if the earnings and profits used 
in the payment of dividends are from a year in which more than 25 percent of 
the gross income was derived from the sale of articles and products manufa 
tured in a foreign country and intended for use, consumption, or sale in the 
United States. The report of the Committee on Ways and Means makes it 
clear that this prohibition does not extend to the mining or processing of metals 
or the extraction or refining of oil in a foreign country, even though such metals 
or oil are intended for use, consumption, or sale in the United States. No 
reason exists for a broad discrimination against manufacturing in this respect. 
The prohibition should not be applicable to manufacturing which, as in the case 
of the exceptions in favor of the processing of metals or refining of oil, processes 
a basic raw material which originated in a foreign country. Accordingly, section 
923 (a) (8) (A) (iii) should be amended to read as follows: 

“(iii) does not (except where the manufacture involves the processing of raw 
materials at least 60 percent of which originated in a foreign country or coun 
tries) consist of more than 25 percent of gross income derived from the sale of 
articles or products manufactured in such foreign country and intended for use, 
consumption, or sale in the United States,” 
and section 951 (a) should be similarly amended. 


4. ROYALTY INCOME 

Section 923 extends the 14-point reduction to “compensation for the rendition 
of technical, engineering, scientific, or like services,” but the committee report 
indicates that royalties from patents, etc., will not be deemed compensation for 
services rendered. There appears to be no good reason for this discriminatory 
treatment of income designated as royalties but arising out of like activities on 
the part of the taxpayer or an affiliate or predecessor. Moreover, as a practical 
matter, the exchange controls and other requirements of some foreign countries 
are such that it is highly desirable, if not imperative, to provide for compensation 
for technical, engineering, scientific, and like services, in whole or in part, in 
the form of royalty arrangements, as a means of withdrawing funds from such 
foreign countries. 

Section 923 (a) (2) should be amended to read as follows: 

“(a) as compensation for the rendition of technical, engineering, scientific, 
management, or like services, or as royalties for the use of a patent, trademark, 
or copyright ;” 


5. DIVIDENDS FROM WESTERN HEMISPHERE TRADE CORPORATIONS 


The bill discriminates against the use of United States corporate subsidiaries 
for operations abroad. This is because the tax cost of doing foreign business 














5 


INTERNAL REVENUE CODE OF 1954 SO1 


through a domestic subsidiary, as compared with doing such business through 

foreign subsidiary, would be higher by the amount of the corporate tax 
imposed, at the full rate, on 15 percent of the dividends received by a domestic 
parent corporation from such domestic subsidiary. The discrimination against 
the employment of United States corporate subsidiaries, including Western 
Hemisphere trade corporations for such foreign operations, is especially unde- 
sirable because such corporations afford a number of legal safeguards, not 
otherwise available, and the tax system should be so arranged to encourage 
rather than discourage the use of such corporations. To effect this, section 
243 (a), which provides for the 85 percent dividends received credit, should be 
amended by adding thereto the following provision: 

“ : Provided, however, that there shall be allowed as a deduction 100 percent 
of the amount received as dividends from a Western Hemisphere trade corpora- 
tion or from a domestic corporation substantially all the income of which quali- 
fies, under section 923, for the credit provided for by section 37.” 


(Whereupon, at 3:47 p. m., the committee recessed to reconvene at 
10 a. m., Tuesday, April 13, 1954.) 
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TUESDAY, APRIL 13, 1954 


Unrrep States Senate, 
CoMMITTEE ON FINANCE, 
Washington, D.C. 

The committee met, pursuant to call, in room 312, Senate Office 
Building, at 10 a. m., Senator Eugene D. Millikin (chairman) pre- 
siding. 

Present: Senators Millikin, Carlson, Frear, Bennett, Flanders, 
and Long. 

Senator CARLson (presiding). The committee will please come to 
order. The first witness this morning will be Mr. Walter Reuther, 
head of the Congress of Industrial Organizations. 

Mr. Reuther, we are very pleased to have you before this committee 
this morning on this important subject. We are pleased to have your 
testimony. 


STATEMENT OF WALTER REUTHER, CONGRESS OF 
INDUSTRIAL ORGANIZATIONS 


Mr. Revtuer. Thank you, sir. I am very pleased to have this op- 
portunity of appearing in behalf of the Congress of Industrial Or- 
ganizations and its 6 million members. I have a statement for the 
record, Mr. Chairman, which I would like to submit. Then, I would 
like to amplify that by making certain observations, if I may. 

Senator Cartson. The statement will be made a part of the record 
and you may proceed in any way you desire. 

Mr. Reuter. Thank you. 

(The statement referred to follows:) 


STATEMENT ON H. R. 8300, PRESENTED py WALTER P. ReuTHER, PRESIDENT OF THE 
CONGRESS OF INDUSTRIAL ORGANIZATIONS 


H. R. 8300, which the House of Representatives passed on March 18, has been 
designated falsely a tax revision bill, composed only of technical revisions of the 
tax code. As it stands before you, the bill is not a tax revision bill. It is a 
tax reduction bill. It is a giveaway program for those groups in our economy 
who, at this particular point in time, need no tax relief. 

While giving a huge bonanza to the wealthy, H. R. 8300 denies consideration to 
the great bulk of American taxpayers. It is restrictive in its application, but ex- 
pansive in its benefits to corporations and wealthy individuals. One provision 
after another is designed to reduce the taxes paid by upper- and high-income 
taxpayers without specifically reducing tax rates. Each and every time an ad- 
ditional tax concession is made to a wealthy taxpayer, it places a greater tax 
burden upon the low- and middle-income taxpayers. 

In addition to discussing the details of some of these provisions, I have at- 
tached an appendix to this testimony which describes the loopholes and tax con- 
cessions in H. R. 8800. This appendix contains an analysis by the Research 
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Institute of America, whose pamphlet, How the 1954 Tax Revision Bill Would 
Affect You, advises its clients on the provisions for reducing their taxes. Direct 
quotations from the pamphlet show conclusively that the CIO is not alone in 
believing that this bill opens new loopholes and grants new concessions to the 
wealthy. They give documentary proof that certain provisions of this bill are 
designed for this purpose. Here are a new examples, in question and answer 
form, quoted directly from the pamphlet: 

Question to individuals: “Do you make fairly substantial contributions?” 

Loophole: “The new law would approve a method of making contributions in 
trust which would permit you to make money on contributions.” 

Question to owners of corporations: “Do you and several others plan to 
incorporate a business?” 

Loophole: “It could be accomplished tax-free even though the incorporators 
receive stock out of proportion to the cash or property transferred to th 
corporation.” 

Question to employers and employees: “Would you adopt a qualified pension 
or profit-sharing plan if it could be restricted to a narrow group of employees?” 

Loophole: “This would now be permissible—especially for the smaller com 
panies.” 

These are just a few examples of the questions and answers contained in the 
Research Institute of America’s publication. Others are attached as an appendix 
to this testimony. 


ADMINISTRATION ’S PROPOSALS UNDERMINE TAX STRUCTURI 


Rach of the proposals which I shall discuss and many others to which I sha! 
only allude are designed to undermine our progressive tax structure by making 
additional tax concessions and opening new and bigger loopholes. 

Our entire tax structure grows out of the concept that taxes should be based 
upon the ability to pay. To move away from this fundamental principle would 
be to destroy years of work in developing our tax structure. This is the funda 
mental concept behind the income and corporate tax as well as the estate and 
gift taxes. This Congress should be striving to maintain tre concept of taxatio 
according to ability to pay instead of destroying it. The administration's bill 
is designed to shift the tax burden from the backs of those who can afford to 
pay to the backs of the taxpayers who can least afford to pay. The reductio 
of effective taxes upon the wealthy increases the taxes upon the low- and middle 
income people. While the tax rates are not being increased, the effect of the tay 
concessions in the upper-income brackets is to increase the burden upon thi 
other taxpayers. 

Two major provisions of this bill, (1) reduced taxes on dividends and (2) 
liberalized depreciation allowances, are advanced as the best means of stimu 
lating growth in the economy. This we do not believe. The advocates of th 
theory that business investment in new plant and equipment increases as 
taxes are cut on corporations and wealthy stockholders are laboring under fals« 
notions. Secretary of the Treasury George Humphrey, the modern-day rein 
earnation of Alexander Hamilton and Andrew Mellon, is now exhuming this 
theory. The 1929 depression buried the notion that straight stimulation of in 
vestment through this “trickle-down” theory would keep the economy operating 
at high levels of employment and production. Each time it has been tried it 
has failed. 

We recognize, as do the administration and this committee, the tremendous 
importance of business investment to the maintenance of a full-employment 
economy in America. Without investment in new plant and equipment, without 
continued expansion of our productive capacity, our economy could not prosper 
and our workers could not be fully employed. Investment by American business 
is one of the major forces in our economy. Continued high levels of investment 
in the post-World War IT years have enabled us to remain prosperous. 

However, the high levels of investment in recent years have not been brought 
about by concessions and tax reductions to corporations. On the contrary, in- 
vestment has remained high in the post-World War II years in spite of the high 
levels of corporate taxes and the old methods of depreciation. Even when ac- 
celerated tax amortization is taken into consideration, investments have still 
set new highs in each of the years except 1949-50. 

The desire on the part of corporations to make a profit by meeting the demand 
of the American consumers for goods has been the basic stimulus in this post- 
World War II economy. Profits are made from actual sales, not anticipated 
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sales. Sales are stimulated by demand, and demand grows out of the existence 
of udequate levels of income in the hands of all the people. 

Secretary Humphrey’s exhumed trickle-down theory is a smoke screen to se- 
eure tax concessions for corporations and wealthy stockholders. 

We believe that business investment and the economy as a whole can best be 
stimulated by increasing the purchasing power and the take-home pay of the 
majority of the taxpayers. There is no better way for Government to stimulate 
purchasing power than by giving tax relief generally to taxpayers by increasing 
the individual income-tax exemptions. 

We, therefore, recommend that the committee accept the proposal made by 
Senator George and his colleagues in the Senate to increase exemptions to $800 
per dependent this year and $1,000 next year. This type of tax reduction will 
create the demand for American goods that, in turn, will stimulate corporations 
and business enterprises to invest in new plant and equipment. 


SETTING THE RECORD STRAIGHT 


Before discussing the specific provisions of the bill any further, I should like 
to set the record straight about some of the figures used by the House Ways and 
Means Committee in its report describing the revenue loss in this bill. 

The committee reports that the loss totals $1,400 million. However, they claim 
that the retention of the 52 percent corporate tax rate for 1 year after April 1, 
1954, when it was originally supposed to drop to 47 percent, will mean a revenue 
gain of $1,200 million. With this sleight of hand in using numbers, they arrive 
at the magic figure of a total revenue loss of $200 million. 

This deliberate misrepresentation of the facts is based on three 
in the committee report: 


‘oversights” 


1. Tax loss in subsequent years 

There is nothing in the majority report showing the revenue loss in the years 
after the fiscal year 1955. The committee fails to state that the loss in subsequent 
years will be considerably higher than in the first fiscal year. The minority 
members of the Ways and Means Committee pointed out in their minority report 
that the total revenue loss will be between $3.5 and $4 billion when the bill be- 
comes fully effective. 

The majority members heard the Joint Committee on Internal Revenue Taxa- 
tion’s estimates on the loss in revenue during subsequent years during the dis- 
cussions on this bill. However, they refused to use these figures, because the re 
sults show that the loss will be considerably greater than the majority members 
want the American people to believe. 

The two main items which create the rise in the loss are part of the give-away 
program: liberalized treatment of taxation of dividends and the revision of de 
preciation allowances. 

The Joint Committee on Internal Revenue Taxation estimated that the dividend 
tax reduction would cost, as the majority indicated, $240 million in the first year. 
But, it went on to say that the second year would bring a $642 million loss, and 
each succeeding year, a loss of $840 million. Therefore, when the provision be 
comes fully operative, the loss in revenue is actually $600 million more per year 
than the majority report indicates. 

In addition, the Joint Committee on Internal Revenue Taxation estimated 
that the liberalized depreciation allowances would mean a loss of $375 million 
in the first year, $1,050 million in the second year, and $1,550 million in the third 
year. These figures are projected beyond the third year in the minority report. 
By the sixth year, it points out the total loss from this provision will be $2.2 
billion. If we limit ourselves to the joint committee estimates, the actual loss 
will be $1.2 billion greater than the majority report indicates and approxi- 
mately $1.8 billion greater if the estimates of the minority report are used. 

The total loss in revenue wil! be not $1.4 billion but $3.2 billion when the bill 
becomes fully operative. Projecting it to the sixth year, the loss will annually 
reach the point of $3.8 billion. 

This omission by the Ways and Means Committee was not an oversight. It 
was a deliberate attempt to hide from the American people what everyone 
should know concerning the full impact of this bill. 


2. 52 percent corporate rate extension means revenue of $1.2 billion retained 


Another outrageous attempt to confuse the public is the statement that $1.2 
billion in revenue will be raised by the extension of the corporate rate at 52 
percent instead of permitting it to fall to 47 percent automatically on April 1. 
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In fiscal 1955, corporations will pay precisely the same normal and surtax 
corporate rates which they paid in 1954. It is difficult to see how this can be 
considered a gain in revenue. 

Any good businessman knows that he does not make an extra profit by selling 
an article at its original retail price, even though he may have thought he 
would have to mark it down a little. Any wage earner knows that because he 
thought he would have to take a 5 percent salary cut, the fact that he stil] 
gets the same salary does not mean that he is making more money than he did 
before. Surely an administration made up of businessmen does not so deceive 
itself. 

As a matter of fact, with the excess-profits tax eliminated last January 1, 
corporations will pay less in taxes. Not only is there not a revenue gain from 
corporations, there is a revenue loss, in spite of the Ways and Means Com- 
mittee’s misleading statements about the retention of the 52 percent corporate 
tax rate. 

Furthermore, President Eisenhower's budget message, which recommended 
this extension, assumed that the rate would be extended and the budget estimates 
for 1955 included the $1.2 billion figure in budget receipts. ‘TTo call this a 
$1.2-billion-revenue gain, as the committee now indicates, is a complete misrepre- 
sentation of facts for political purposes. 

38. Understatement of some losses 

The committe report also underestimates some of the loss in revenue resulting 
from specific’ recommendations in the bill. For example, the reduction in the 
tax on dividends for the first fiscal year will mean an annual loss which is not 
fully stated. The committee’s estimates represent only 11 months’ loss, because 
the provision is effective the Ist of August, not the 1st of July. 

The committee report estimates the loss from the elimination of the premium 
test on life insurance at only $25 million. This seems incredible, since 6 years 
ago, when this provision was proposed in 1948, it was estimated to create a loss in 
revenue of $100 million. 

We have not been able to check all the estimates made by the committee, but I 
would venture a guess that a careful examination would show that many of the 
estimates of loss are understated. Nor do I need any further detail. The ex 
amples already mentioned show clearly that the committee has not been com- 
pletely honest in its presentation of the facts to the public. 


WHO GETS THE TAX RELIEF? 


Another skillful misrepresentation is the discussion of the tax relief granted 
to individuals according to H. R. 8800. There is no single provision in this bill 
which gives a general tax cut to individuals. I challenge anyone to find such 
a provision. 

There are many provisions granting tax relief to special kinds of taxpayers. 
The greater portion of the relief is for corporations and wealthy individuals. 
Table I shows the breakdown of the specific items and the loss in revenue from 
each, arranged in 3 groups, showing the tax relief which is granted to (1) indi- 
viduals with incomes under $5,000, (2) individuals with incomes of $5,000 per 
year and over, and (3) corporations when the provisions of the bill become fully 
operative. 
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TaBsLe I.—Distribution of tax reductions, H. R. 8300 
[In millions of doilars] 


To individuals 


a a l'o corpo- 


Provision | ae Total 
| Under $5,000 and rations 
| $5,000 over 

— ——___—_ ee ——_——_—__ —- —— —_-——_——— -—- — — —————_— —___—_— Racine ees 
All corporation provisions | } $2, 079 $2. 079 
Head of family ! er 50 
Depreciation 2 | 140 440 
Trusts. ... d ——r ; } . 
Life insurance exemption ! 100 | 100 
Charitable deductions 25 oF 
Dividend income exemption 4 liad re $109 731 } 840 
Medical expense deduction 4 25 55 80 
Child care deduction ¢ 12 98 40 
Retirement income credit 4 39 86 125 
Others ¢ . . 42 93 | 135 
Total. . tidtididuspeaskadidessbecw 227 1, 611 2, 079 3, 917 
Peveent. ..............- pling ctidibdas a é 5 42 53 100 


1 Minority report, p. B3 

? Proportion attributed to individuals in the majority report; based on highest year cost. 
3 Distribution suggested by U. S. News & World Renort, Mar. 12, 1954. 

4 Distributed as suggested by U. S. News & World Report for income tax cuts. 


Ninety-five percent of the tax relief clearly is granted to corporations and 
wealthy individuals. Only 5 percent of the tax reductions will go to individuals 
whose incomes are below $5,000 per year. 

There is no mystery about who gets the tax relief under this bill. As you can 
see from these figures, low-income families who need tax relief get only a thimble- 
ful. And the wealthy? Their cup is so full that it undoubtedly will run over. 


EXAMINATION OF A FEW SPECIFIC PROVISIONS 


The bill obviously has no one provision which helps all the general taxpayers. 
However, I should like to review with the committee a few of the provisions 
which help some members of this group: 


Medical expenses 


If you happen to be one of the unfortunate few who has extensive medical 
bills, you may receive some benefit. However, in order to receive it, you must 
itemize your total deductions on the long form and reach a total that exceeds 
10 percent of your gross income. Otherwise, you cannot get any relief from 
the increase in deductions for medical expenses. 


Child care 

The same is true for the specific provision on child-care deductions: If a 
widow or widower or divorced person or working mother whose husband is 
handicapped hires a baby-sitter to take care of a child, the individual is per- 
mitted to take a deduction of up to, but not exceeding $600. Again, the long 
form must be used with a total of the other deductions reaching more than 10 
percent of gross income. Even if such a total is reached, the provision is still 
inadequate, because it covers only a child under 10 years of age and does not 
apply to the child whose parents are both working in order to earn an income 
sufficient to maintain their livelihood. 

It seems rather strange to assume that an 11-year-old child is able to take care 
of himself completely. It also seems strange to assume that $600 is enough to 
hire someone to take care of a child—$600 per year is about $11.50 per week. 
T...s results in a maximum tax saving for the average working widowed mother 
of $120 a year or $2.31 a week. There are not many communities in America 
where $600 a year is enough to hire such care for a child. 

We do not oppose this provision, but we strongly recommend that it be 
applied to any dependent child who requires care while both parents are work 
ing, and that the deduction be considerably increased. Also, the provision 
should be applicable to all working mothers who have expenditures for the care 
of dependent children. 
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Income-splitting for head of family 

This provision, which will lose some $50 million in revenue, will not help 
a head of a household who has 3 dependents unless his income is over $5,000 
per year. It gives tax relief to those with incomes above $10,000, but the major 
relief is for those with incomes above $25,000. As a matter of fact, a taxpayer 
earning $50,000 per year saves more under this split-income provision than 
three-fourths of American families earn in any 1 year. 


Reduction of tares on dividends 

The first such proposal is designed to reduce taxes upon dividend income 
It is presented on the theory that there is now a “double” taxation of dividends 
which is unfair and must be eliminated. From the statements made by the 
Secretary of the Treasury and the leaders of the Republican Party on the Ways 
and Means Committee ii the House of Representatives and other spokesmen 
for the administration, it appears that dividends are the oniy items which 
are doubly taxed, and that this “gross injustice’ must be stopped. These same 
leaders fail to recall that during the political campaign of 1952, the Republican 
candidate for President discussed double taxation of another kind. lor exam 
ple, on September 18, 1952, Republican Candidate Eisenhower, in Des Moines, 
fowa, stated: “When your wife buys a loaf of bread, she pays 151 taxes. When 
you buy an automobile, you pay 206 taxes. You may not know it—and I am 
sure your wife won't like the fact that I told you—but there are 150 different 
taxes On every woman's new hat.” 


“Double” taxation 

While great cries of anguish were raised over the wultiple taxation of bread, 
hats, and automobiles—which are used by all consumers—little if anything 
was said during the campaign about the multiple taxation of dividends to 
stockholders who form only a small minority of voters. After their election 
victory, however, the Republicans forgot, apparently, about multiple taxation 
of bread and shifted their attention to the problems of stockholders. 

There are countless examples of multiple taxation besides those imposed on 
dividends, if one looks for them. Any excise or sales tax represents multiple 
taxation. The manufacturer pays a corporate tax on his business income from 
the sale of his firm’s products; the wholesaler, transportation company, and 
retailer pay their taxes on incomes from the handling and sale of those products. 
These taxes may or may not be passed on to the consumer in the form of higher 
prices. And if there is a sales or excise tax on the item, the consumer pays 
that tax, too. 

In addition, wages and salaries are also taxed several times. The corpora- 
tion pays a tax on its income; the payroll tax for social security applies against 
the gross wage before the payment of the income tax; then, there is the individual 
income tax on the wage. 

One can find multiple taxation in almost any area of the economy. Yet the 
administration and the House Ways and Means Committee make it seem that 
there is a special moral issue involved in the taxation of stockholder’s dividends. 


A corporation is an institution 


What about the special argument concerning the double taxation of dividends? 
Is it really unfair to tax both corporation income and dividend income? 

The corporation is an institution operating under a public charter. As such, 
it receives special privileges—such as limited liability under the law—which 
partnerships and other nonincorporated businesses do not receive. 

The corporation, therefore, is a special type of business enterprise that has 
been granted special privileges by law. It seems reasonable for the Govern- 
ment, which has granted these special privileges to the corporation, to establish 
a specific corporate income tax. The corporation, as a legally privileged enter- 
prise, should be taxed as a separate entity. 

If one were to assume that the corporation has no legal entity of its own— 
that it is a device for individuals to conduct business—then perhaps it would 
be unfair to tax both corporate income and the dividends paid by corporations 
to stockholders. But the corporation is a legal entity. And, in reality, a cor- 
poration is almost always something different from a handful of stockholders, 
who own the stock and also manage its affairs. In most corporations—certainly 
the middle-sized and large corporations that are responsible for almost all the 
publicly held stock—there is a separation of management from stockholders. It 
is the management that runs the corporation, and makes its policy decisions 
concerning investments, dividend payments, and financial reserves. 


| 
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Stockholders generally buy stock either for trading purposes or for the receipt 
of dividend income. In relation to both cases, the corporation tax is built into 
the financial structure—of the price of the stock and the dividend payments, 


“Double taxation” of dividends 

The administration says that it is unfair to tax both corporate income and 
dividends paid by corporations to stockholders. This is inequitable, the admin- 
istration states, because the dividends paid to stockholders are from corporate 
income that has already been taxed by the corporate income tax. 

The selection of stockholders for privileged tax treatment is being made with 
moral overtones about the inequitable “double” taxation of dividends under the 
present law. The issue is a false one. 

Unless the Nation were to adopt a complete single-tax system—on land alone, 
as proposed by Henry George in the 1880's or on personal income alone—we are 
bound to have countless examples of multiple taxation. There can be no logical 
reuson for the administration to single out dividends for special consideration, 
while all other cases of multiple taxation remain. The President’s recommenda- 
tion for selecting one tiny part of the American population for special tax privi- 
leges can only be interpreted as a sop to upper-income families. 

Obviously, there is no moral issue involved in “double” taxation. If anything, 
this proposal is completely contrary to sound tax policy. For many years, in 
fact, income-tax laws provided for an earned-income credit. There are many 
people who advocate the reenactment of the earned-income tax credit. We 
support such a proposal, But the present provision is to give an unearned 
income credit—an idea contrary to every accepted principle of crediting earned 
income. 

It is hoped, I presume, by the administration and the leaders in the Congress 
that this proposal of reducing taxes on dividends can be sold to the American 
public. There is great concern expressed over the widows and orphans who 
live upon dividend income. ‘The proposal is to exclude the first $50 and $100 of 
dividend income and then credit 5 to 10 percent of the rest. This will not help 
the widows and orphans, because few such people own stocks. To try to sell 
the proposal on such a soap-opera basis is ridiculous. To say stocks are widely 
held by low-income people and by unfortunate handicapped and widowed persons 
is poppycock, 





WHO OWNS THE STOCK? 


There is much information on stock ownership—many studies available to 
refute the nonsense about ownership by low-income persons. The most widely 
quoted study is the one by the Survey Research Center of the University of 
Michigan, which prepares the Survey of Consumer Finances for the Federal 
Reserve Board. 

This study shows that 92 percent of the American families owns not a single 
share of stock in publicly owned corporations. On the contrary, only 8 percent 
of American families—roughly 4 million—owns any stock whatsoever. However. 
the Survey Research Center points out that of the 8 percent owning stock, only 
a limited number owns the overwhelming majority of the publicly held stock 
For example, the material shows that six-tenths of 1 percent—onlv 6 out of 
every 1,000—own 80 percent of all the publicly held stock in America. Every 
single one of these families—roughly some 300,000—owns $25,000 worth of stock 
or more. 

This data is confirmed with only slight variations by similar studies made by 
other groups. One is the Brookings Institute study called, Share Ownership 
in the United States by Lewis H. Kimmel. Further corroboration for the eon- 
clusions of the Survey Research Center is contained in an article by the division 
of research of the graduate school of business administration at Harvard Uni- 
versity. This study is called Effects of Taxation, Investments by Individuals 
by J. Keith Butters, Lawrence E. Thompson, and Lynn L. Ballinger. The follow- 
ing five paragraphs summarize the results of the Harvard study: 

“Tt can be shown that a large fraction of outstanding marketable stock is 
being held by spending units with large incomes. Our base estimate is that as 
of 1949: 

“1. Snending units with incomes of $50,000 and over—in the general order 
of one-tenth of 1 percent of all spending units—held about 35 percent of all 
the marketable stock owned by private investors. 

“2. Spending units with incomes of $25,000 and over—in the general order of 
one-half of 1 percent of the population—held slightly over half of all- privately 
owned marketable stock. 
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“3. Spending units with incomes of $15,000 and over—in the general order of 
the top 1 percent of the population—held about 65 percent of this total of market 
able stock. 

“4. Spending units with incomes of $10,000 and over—approximately the top 
3 percent of the population—held about 75 percent of all marketable stock owned 
by private investors.” 

The most telling substantiating data on who owns American stocks and who 
receives the dividends can be found in the 1950 Statistics of Income, part I. An 
examination of the table showing individual returns for 1950 shows that 8 persons 
reported adjusted gross incomes of more than $5 million apiece. These 8 persons 
receive $37.7 million in dividend income. On the basis of the proposed provision 
in the tax bill, these 8 persons alone would appear to benefit by more than $3 
million. Two hundred and nineteen persons reported adjusted gross incomes of 
over $1 million in 1950. They had altogether $190 million of dividend income 

The six-tenths of 1 percent of all individuals with gross incomes of $25,000 or 
more received in excess of one-half of all dividends. Four percent of all Ameri 
cans who filed income-tax returns in 1950 had gross incomes in excess of $10,000 
and received almost three-fourths of all dividend incomes. At the other end of 
the income scale we find 88 percent of all individuals with incomes of less than 
$5,000 per year receiving only 15 percent of the dividends paid out. 

Whichever set of figures you take—the Statistics of Income, the Survey 
Research Center’s study, the book by the Harvard School of Business Admin 
istration, or the Brookings Institution survey, you cannot escape the conclusion 
that: (1) Only a limited number of Americans own stocks, and (2) an extreme 
minority owns the overwhelming majority of American stocks. 

Yet the proposal contained in H. R. 8300 to reduce taxes upon dividends is just 
the first step toward the eventual, complete elimination of taxation upon divi 
dends. Congressman Dan Reed, chairman of the House Ways and Means Com 
mittee, in announcing the adoption by his committee of this proposal and the 
one relating to liberalized depreciation allowances said, “The committee approved 
two new tax provisions which take the first step toward the elimination of double 
taxation of corporate dividends.” If dividends were to be completely exempt 
from taxation, the loss in revenue would be $3.4 billion. 

We recommend that the committee reject the proposal to reduce taxes on divi 
dends. It establishes a very serious precedent for the future. If the taxation 
of dividends is to be eliminated, the Federal Government will lose one important 
and legitimate source of Federal revenue. 

Depreciation 

The bill provides for liberalized treatment of depreciation by instituting a 
declining-balance method of accelerating depreciation as contrasted to the 
straight-line method which has been in effect for many years. There are various 
reasons advanced’ justifying the change. Congressman Reed, in presenting the 
issue to the House of Representatives, said: “This provision of the bill is 
anticipated to have far-reaching economic effects. Incentives resulting from 
the changes are vital in order to help create thousands of new jobs each year and 
to maintain the present high level of investment in plant and equipment.” 

That investment will be stimulated by tax concessions on depreciation is a 
peculiar notion. The theory seems to ignore the fact that investment in new 
plant and equipment during the postwar period, except for a brief sag in 1949-50, 
established new peaks year after year. 

The administration’s proposal for faster depreciation is a device to reduce the 
tax impact on business. It dresses up a tax reduction in fancy terms, by reducing 
the tax payment without reducing the tax rate itself. It is an indirect way of 
granting a tax reduction to business. The proposal is a special tax loophole, 
granted to business firms. 

Had the administration openly proposed a reduction in the corporation tax 
rate from 52 percent to, let us say, 47 percent, the public would have known 
immediately the meaning of the recommendation. Instead, the administration 
has suggested an indirect way of reducting business taxes, without directly 
reducing the rate. 

The proposal to speed up depreciation allowances grows out of the argument 
that business would invest more money in new plant and equipment if a faster 
writeoff of the cost of such plant and equipment were permitted. This view 
is based on the idea that business investment has been stifled in recent years. 

The simple fact of the matter is that business investment has been at the 
highest level in the Nation's history in the years since World War Il. Tax 
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rates have been high. Tax concessions have not been granted except for new 
Jant and equipment for defense purposes. Yet business investment has been 
high, and it reached a new all-time peak in 1953. oa 

Business expenditures for new plant and equipment were $5%% billion in 1939. 
They were at an annual average of $19.2 billion in 1946-49. In the following 
4-year period, 1950-53, they averaged $25.1 billion a year, reaching the record 
297.8 billion in 1953. These figures are not adjusted for price changes. But 
even if they were, the same general trend would be reflected. 

Rusiness investment in new plant and equipment seems to be stimulated much 
more by the demand for the goods produced than by tax rates or tax concessions. 

The corporate rate in 1939 was only 34 percent, yet business investment in 
new plant and equipment was low. In the 4-year period 1946-49, the corporate 
fax rate was 38 percent, and business investment had risen tremendously. In 
the 4-year period 1950-53, the corporate tax rate was 45 percent in 1950, 47 
percent in 1951, and in 1942-53 it was 52 percent. In addition, there was an 
excess profits tax of an extra 30 percent from mid-1950 through 1953. While 
tax rates were at their highest levels in 1952-53, except for the World War II 
vears, busineses investment in new plant and equipment reached its all-time 
peak. b 

The Harvard Business School study, which has already been mentioned, comes 
to the general conclusion that the tax structure has not undermined the normal 
development of the economy. This study points out that the present tax struc- 
ture has not materially affected the flow of business investment in new plant 
and equipment. Yet the administration is proposing to grant tax relief to busi- 
ness on the general theory that such tax relief is required to stimulate business 
investment. 

If these facts show anything, they show that with straight-line depreciation 
and with the corporate tax rates continually rising during the post World War 
Il period, including the excess profits tax from 1950-53, that business invest- 
ments were stimulated and encouraged. Even after allowances are made for 
accelerated depreciation for defense-connected plant and equipment, there is still 
indication of a continual rise through the post-World War II period. 

Investment in new plant and equipment has not and will not lag behind bh 
cause of the lack of funds. American business has never been in a more favor- 
able liquid position than it is today. The Council of Economic Advisers, in their 
annual report to the President this year, said, ‘“The generally strong financial 
position of business firms will likewise help to support a high level of investment 
expenditure. In nonfinancial corporations, the ratio of cash and Government 
security holdings to all current liabilities was substantially higher in mid-1953 
than before the war * * *.” 

This proposal to liberalize the treatment of depreciation is advanced by many 
because it will be helpful to small business. The House Ways and Means Com 
mittee, in its report on H. R. 8300, said “Small business and farmers particu 
larly have a vital stake in a more liberal and constructive depreciation policy.” 

If it is really small business which Congress wants to help, an adjustment 
in tax rates on corporate incomes would be more helpful than the depreciation 
provisions. For example, if the Congress really wants to assist small business, 
it could reduce the corporate rate now applicable to income under $25,000 a year 
and adopt a provision permitting the lower corporate tax rate to apply to 
income below $50,000 or even $100,000. This would help small business much 
more than any attempt to liberalize depreciation allowances. However, the 
crocodile tears must be shed for small business—like the widows and orphans, 
they always receive sympathy. And, just as the widows and orphans are used 
as examples for reasons to give benefits to the wealthy few, so the needs of 
small business are the rationalization for helping big corporations. Liberal- 
ized depreciations are tax cuts for big business without the tax-cut label. 

Liberalized depreciation provisions will not help stimulate the economy, will 
not help maintain job opportunities, will not create new jobs, as Congressman 
Reed has stated in his report. Business is not going to invest in new plant 
and equipment if the demand for the products that existing plant and equipment 
can produce is inadequate. 

We, therefore, recommend that in the best interests of the economy as a whole 
this provision to liberalize depreciation be removed from the tax bill. 


Income from foreign investment 


H. R. 8800 makes specific tax concessions to corporations deriving income-from 
investments overseas. We are opposed to this provision as it stands and urge 
this committee seriously to reconsider it. 


45994—54—-pt. 2———_12 
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We agree with the objective that investments overseas should be encouraged 
Foreign investments play a significant role in our whole economic program 
abroad by giving to many countries some of the dollar exchange they need 
to buy products in the American market. We would support liberalizing the 
tax provisions on income derived from foreign investments if the provisions 
were restricted to encouraging new investment in underdeveloped countries, 
But the provision in this bill applies to all income earned from foreign invest 
ments. It is not designed to encourage new investment, but to give tax relief 
to those corporations who now earn income overseas from their foreign 
investments. 

In 1951 the total income from direct investment overseas amounted to $1.6 
billion. Almost one-half of this, $741 million, was earned by the petroleum 
companies. Another $344 million was earned by manufacturing companies 
operating, in the main, in the chemical, machinery, and motor vehicle field 
In other words, over $1 billion of the total investment income earned in 1%) 
will go to the big manufacturing companies of America and the petroleum com 
panies who have had very profitable overseas as well as domestic investments 

This is nothing more than a direct tax concession to companies that already 
have huge foreign investments. 

If the tax provision relating to income from foreign investment were to be 
restricted to heiping the development of under and lesser developed countries, 
it could have our wholehearted support. But, as it stands now, while it may 
encourage some investment in these countries, it will mainly give a tax bonanza 
to the already wealthy and prosperous American corporations. 

The provision in its present form gives double tax relief to these corpora 
tions for their income from foreign investments. For example, if a corporation 
has earned $50,000 overseas and paid $12,500 in foreign taxes, it is permitted 
(1) To deduct the amount of foreign taxes from income earned and then pay 
a United States corporate tax upon the remainder, but also (2) to deduct, after 
it has computed the amount of tax to be paid, the $12,500 in foreign taxes once 
again, even though this sum has already been deducted from the income earned 
from foreign investments. 

This provision is a doubleheader. Under the guise of increasing overseas 
investment, it gives corporations already receiving large returns: (1) Lower 
tax rates, and (2) double deductions for taxes paid to foreign countries. This 
proposal is grossly unfair and should not be included in its present form in 
the tax bill. 

Carryback 

The committee has adopted a proposal to permit corporations to carry their 
losses back for a 2-year period instead of a 1-year period. This provision, if 
enacted, would cost the Federal Government $100 million in revenue. The 
present law provides for a 5-year carryforward and only a 1-year carryback 
of corporate losses. In both the World War II and the post World War II periods, 
the carryforward provision enabled corporations to write off past losses against 
growing profits during the period of expansion in the economy. 

As long as the economy was expanding and profits were mounting year in and 
year out, there was little discussion about the carryback provisions for losses 
Most of the discussion centered around the carrying forward of losses. Pow 
ever, now that the economy has begun to reverse itself, with profits declining, 
with production falling, there is more interest in being able to take this year's 
loss and carry it back and apply it against last year’s or the previous year’s 
profits. This proposal, in our judgment, gives the impression that the corpora 
tions want to have their cake and eat it too. Regardless of when they might incur 
loss, they want an opportunity to write it off against either past or future profits 

When a worker loses his income, he cannot write it off against the payment of 
taxes in years in which he has a higher income. I have never seen any considera 
tion given to the worker in connection with loss of his income, but much considera 
tion is being shown for the corporation that might incur a loss at some point 
along the business cycle. 

We have proposed to this Congress from time to time a plan which would 
permit workers to carry over or to carry back unused portions of their personal 
individual income-tax exemptions. We think this would be a fair and equitable 
proposal, but no serious consideration has been given to it by this Congress. To 
enact a provision extending the carryback to 2 years for corporations is to make 
just 1 additional concession to corporations and to lose an additional $100 million 
in revenue. 
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Provisions affecting high-income individuals 


There are a substantial number of provisions in the bill which grant tax relief 
to individuals upon which I should like to comment, Up to this point, I have 
reviewed a few of the tax provisions which affect some of the lower, as well as the 
higher income individuals. I have also discussed the provisions that directly 
affect corporations and wealthy stockholders. I should like now to refer only to 
three specific proposals which reduce taxes upon individuals in the upper and 
higher income brackets 

1. Annuities.—Under the present law, if an employer buys an annuity for an 
employee, the premium paid by the employer is taxable as income to the indi- 
vidual, H. R. 8800 changes this provision by simply saying that the payment 
of taxes can be postponed until receipt of the annuity This is nothing more 
than a means of reducing taxes. It is also a means of granting a tax-free wage 
increase to the employee for whom the annuity is purchased. 

When the individual finally receives the annuity, he presumably has retired 
from active enployment and no longer is drawing his salary. Obviously, the 
tax paid at this point is considerably less than he would have had to pay if he had 
been required to make the payment during the period when he was also drawing 
a salary. 

The ordinary worker in the shop would not be a beneficiary of such an annuity. 
Such annuities are designed exclusively for the executives of the business. If a 
worker had sufficient money and went out to purchase an annuity on his own, 
he would have to pay income tax on the amount of money with which he purchased 
the annuity. 

Chere is no rhyme or reason why such a provision should remain in the 
present bill. 

2. Charitable trusts.—This provision enables a wealthy individual to place in 
trust for 2 years any type of income-producing property, provided that the income 
from such property is assigned for the 2-year period to a charitable organization. 
This provision would enable a wealthy taxpayer in the top income bracket to make 
a charitable contribution and simultaneously reduce his own taxes, 

For example, assume that an individual has property that produces a $10,000 
income per year. He can place this property in trust for the charitable organiza 
tion for a 2-year period. The charitable organization would receive each year’s 
income, or a total of $20,000, in a 2-year period. If the taxpayer had not placed 
this property in trust, but had included the income produced in his tax return, 
he would have had to pay $18,000 in taxes. This would leave him with a net of 
$2,000, However, the moment he placed the property in trust for 2 years, he is 
entitled to deduct from his income the total $20,000 as a charitable contribution. 
By so doing, he saves himself $18,000 in taxes. He is thereby $16,000 better off 
as the result of having made a charitable contribution. He has satisfied his own 
desires to aid charity. The charitable organization is pleased with the con- 
tiibution. Simultaneously, the taxpayer has been able to increase his income 
after taxes by S00 percent; that is from $2,000, if he were to subject the entire 
income from the property to tax, as contrasted to the $16,000 he saves himself 
in taxes by permitting the charity to use the income from the property for a 
2-year period. 

No one can claim that this provision is anything but tax relief to the very 
wealthy and high-income taxpayers. There is no justification for its being 
retained in the present tax bill. Even though it helps charitable organizations, 
such contributions ought not to enable a taxpayer to make money. This is 
precisely what happens under this provision. 

3. Pension trusts.—The establishment of pension trusts by businesses and cor- 
porations for their employees is a currently well-accepted practice. Moneys con- 
tributed to such trust funds are tax exempt. Individuals receiving benefits from 
the pension trusts are not taxed until they receive such benefits. Our tax laws 
have always provided safeguards to insure nondiscrimination in the establishment 
of such funds. For example, corporations could not set up trust funds which 
discriminate in favor of shareholders, company officials, or high-paid employees. 

The minority members of the House Ways and Means Committee, commenting 
upon the changes made in pension trust provisions in H. R. 8300 said, “It is our 
belief that the changes provided in the bill go far beyond encouraging employees’ 
trusts and plans and will open up the use of these plans in a manner which will 
favor high-paid employees, executives, and shareholders to the detriment of 
low-paid employees." Not only does this bill permit discrimination in favor 
of executives, shareholders, ete., but it also permits discrimination in terms of 
benefits received. 
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I do not want to go into the details of this provision or the many, many other 
provisions in this bill. I have only used three examples of annuities, charitable 
trusts and pension trusts to indicate the degree to which this administration and 
the House Ways and Means Committee have gone. Under the mask of “technical 
revisions,” these provisions are undermining our progressive tax structure. 


rHE NEED FOR INCREASING INDIVIDUAL INCOME TAX EXEMPTIONS 


I recommend that this committee increase individual income-tax exemptions 
from their present level of $600 per dependent to $800 this year and $1,000 next 
year. Such a proposal has been presented to the Senate by Senator George, the 
ranking minority member of this committee and the dean of tax authorities in 
the Senate. Senator George has been joined in his proposal by Senators Kerr 
and Frear, who are members of this committee, and others in the United States 
Senate. 

[I support Senator George’s proposal because it not only reestablsihes some 
equity in the income-tax structure, but also because the continued growth of our 
economy requires that susbtantial levels of consumer income and purchasing 
power be maintained. 

The present level of individual income-tax exemptions is inadequate from 
whatever standpoint one approaches it. The reason exemptions were included 
in the original income-tax law was to permit enough income to be carried tax 
free so that a family could maintain an essential maximum standard of living 

The Commissioner of Internal Revenue in 1866, commenting in his annual 
report upon a $600 level of personal exemption provided under the 1864 law, said, 
“It was, of course, the purpose of the law to exempt so much of one’s income as 
was demanded by his actual necessities.” He went on to say, “In other words 
the tax principle or policy which was originally adopted to apply to this problem 
was one of exempting the amount necessary to enable the individual to provide 
himself with what were considered to be the absolute necessities.” 

Coming up to more recent years, one can examine the Congressional Record 
fcr the year 19138, when the income tax was again being considered by the Con 
gress. In the legislative discussion in the 63d Congress in the House on May 6, 
1913, it was stated that the income tax “ought to leave free and untaxed as a 
part of the income of every American citizen a sufficient amount to rear and 
support his family according to the American standard and to educate his 
children in the best manner which the educational system of the country affords.” 
There is no question that the theory behind the adoption of individual income 
tax exemptions was that an adequate standard of living was to be exempt and 
“that a sum below that ought not to be taxed.” This latter statement is also 
taken from the discussions during the 63d Congress on the floor of the House 
of Representatives on August 28, 1913. 

The Treasury Department, in a 1947 study on individual income-tax exemp- 
tions, pointed out that it has been a common practice for a long time to tie the 
level of exemptions to the level of maintaining an essential maximum standard 
of living. 

The levels of exemptions, as can be seen in table II below, were $4,000 for a 
married couple ; $3,000 for a single person, in 1913. 


TABLE II.—Jndividual income-tar exemptions 


cre a or 
Depend | Year Married | Single Depend 
ents ents 


1913-17 $4, 000 $3, 000 ‘ 1940 _.. 2, $800 $400 
1917-20 2, 000 1, 000 1941 f 780 100 
1921-25 2. 500 1, 000 1942-43 y 500 350 
1926-31 3, 500 1, 500 1944-47 5 500 | 500 
1932-39 2, 500 1, 000 1948 to present s 600 60 


| Married | Single 
| 


This level of exemption was maintained up to the time the United States 
entered World War I, at which point, in accordance with the general concept of 
reducing consumption, the levels of exemptions were reduced during the war 
years. 

Following World War I, exemptions were once again raised until by 1931, 
they were $3,500 for married couplies, $1,500 for a single individual, and $400 
for each dependent. Since 1981, exemptions have steadily moved downward 
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while prices, in the main, have moved up. More and more people have heen 
added to the tax rolls as a result of declining levels of exemption, but they 
have simultaneously been squeezed harder and harder by rises in prices. 

In 1939, just before World War II started, the level of exemption for a family 
of 4 was $3,300. These exemptions were steadily decreased in 1940, again in 
1941, again in 1942, and again in 1944 until during the middle of the war, the 
exemptions for a family of 4 were only $2,000. In order to maintain the pur- 
chasing power of the $3,500 level of 1989, the exemption would now have to be 
&6.350. We are not, nor is anyone here, asking the Congress to raise exemptions 
to that level. This is the equivalent of roughly $1,600 per individual. Today’s 
s600 individual exemption level is far less than this figure. 

Our present exemptions even fall far short of maintaining the purchasing 
power level of exemptions of the war years 1944-45. During the peak of the 
war, exemptions were $2,000 for a family of 4. The reasons for World War II 
exemptions being low are obvious to all. There was a need to reduce purchases, 
Levels of civilian production were declining. American citizens were called 
up to make extreme war sacrifices. Inflation had to be controlled. Many com 
modities were being rationed. The deduction of exemptions to the level of $2,000 
for a family of 4 was completely consistent with these war economy objectives. 

If today we are to have the same purchasing power for exemptions as we 
ad during 1944 and 1945, it would take close to $3,100 for a family of 4. 
Our present exemptions of $2,400 fall far short of even this. Today, it is not 
necessary to make extreme war sacrifices. Civilian production levels are unre- 
stricted. Defense and military material are being produced in sufficient quan- 
tities without interfering with domestic civilian production. We have more than 
enough industrial production to meet current demands. As a matter of fact, at 
the current levels of income, we have more productive capacity than is needed. 
Ve have idle plants; workers are being laid off; supplies are stacked in ware- 
houses: inventories are extremely large. We have a superior abundance of 
goods, but we are exempting from income taxes less income in terms of pur- 
chasing power than we exempted during World War II. 

We are arguing here today for an increase in individual income-tax exemp- 
tions not only because the economic situation has for the moment turned down- 
ward. We believe that there is an equity question involved. Exemptions should 
be increased. The level of exemptions today is manifestly unfair and should 
not be continued at present levels. They should be raised to $800 per individual 
this year and to $1,000 next year, as Senator George and others have proposed. 

Raising the tax exemption from $600 to $1,000 per person, for a married 
worker with 2 children, earning $80 a week, would mean a tax saving of $25 
amonth. Higher income of $25 a month would make possible buying $500 worth 
of household equipment over a period of less than 2 years. 

Here are 2 examples of combinations of goods that such a family could buy 
with its $25-a-month tax savings: 


TABLE III 


Modern 36-inch gas range_________- ” bs ; ‘ $135 
Semiautomatic washing machine__ _ ; baat 122 
UU MOIR lich eo cis tees a aed i 58 
Vacuum cleaner with attachments____ bad dstaded ; sm 88 
Sewing machine ________ / a r ‘ 90 


Total 


Two-piece living-room set (sofa, easy chair) __ 
Nine-by-twelve-foot broadloom carpet 
Seventeen-inch television 

Five-piece dinette set 


Total_- 


Increased purchases of these items mean higher living standards for those 
who buy them and more jobs for the workers who make them. 

There is no question that the adoption of the increase in the exemptions as 
proposed by Senator George would be a great stimulus to the economy. Not only 
would it reverse the present trends of production and employment, which we 
all know have been downward in the past few months, but it would also be a 
tremendous stimulus to a growing and expanding American economy: What 
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could be more stimulating than an increase in purchasing power? This increase 
in purchasing power will increase demand; sales and production will rise, and 
investments in new plant and equipment will be expanded. Recovery, as well 
as expansion, would take place within an encouraging economic framework. 

Senator George's proposal, which we wholeheartedly endorse, contrasts to the 
administration’s tax proposal. The administration’s proposal says that tax con- 
cessions to corporations and wealthy stockholders would work like magic in 
stimulating the growth of the American economy, even though consumer and 
farm incomes and general retail sales are declining and surplus stocks st 
make up substantial inventories. 

It is hard to believe that this view is taken seriously by anyone who is sin 
cerely interested in seeing to it that the American economy continues to grow 
and expand and provide job opportunities for all Americans willing and able 
to work. 


Who and how many would be removed from the tax rolls by increased exemption 

It was argued by Secretary Humphrey, last week before this committee, that 
to increase exemptions “* * * would entirely remove millions of taxpayers from 
the tax rolls * * *.” Let’s look at the facts: 

If exemptions were raised to $700 a year, 4 million taxpayers would be re 
moved from the rolls. Seven million would be removed if exemptions were $800 
Fifteen million would, if exemptions were raised to $1,000. 

There is no question that many millions of American taxpayers would lb 
relieved of the burden of Federal income taxation if individual income-tax 
exemptions were raised to the levels proposed by Senator George. But rather 
than examining the number of people who would be removed, we ought to be 
more concerned about who these people are, at what income level will they n 
longer be required to pay taxes. 

Table IV below shows the amount of income which would be exempt at th 
various suggested levels of exemptions and various types of taxpayers with vary 
ing numbers of dependents. 





Taste IV.—Income exempt from Federal income tares at $700, $800, $1.0) 
eremption levels—by size of larpayer family 


Married Marri« 
Exemption Single Married with1 | with?2 


dependent |depende 






$700 _ 


777 
$800 R88 


$1,000_- 





1,111 


Table IV shows, for example, that if exemptions were raised to $1,000, a singk 
individual would pay taxes on all income in excess of $1,111. A married couple 
would have the first $2,222 exempt from income. While a married couple with 1 
child would have the first $3,333 of income exempt from taxes, a married couple 
with 2 dependents would not pay taxes on income up to $4,444. Of course, if 
exemptions were not to be raised to the $1,000, as proposed by Senator George for 
next year, the levels of income exempt from taxes would be proportionately lower 
as is shown by the table above. 

It was quite strongly argued by Secretary Humphrey before the committee that 
every American should pay a tax—he should feel that he is making a contribu 
tion to the cost of running his Government. This concept, of course, assumes that 
every American, regardless of his level of income should be required to help 
defray the cost of Government. This concept is contrary to the basic premise 
underlying our progressive tax structure. However, one cannot ignore the fact 
that almost all of our taxpayers are today engaged in paying some form or other 
of taxes besides individual income taxes. They pay excise taxes on a wide 
variety of commodities, as well as payroll taxes, in addition to the many State 
and local sales and excise and other types of taxes. I do not think there is an 
American citizen who is unaware of how much he pays to help run his Govern 
ment. There are certain groups of American citizens, who, because of their 
income levels, ought not to be required to pay any income tax. 

It must be remembered and kept in the forefront of our discussion that income 
taxes were designed at the outset to apply after the receipt of sufficient income 





















INTERNAL REVENUE CODE OF 1954 817 


to maintain an adequate standard of living and that “a sum below that ought 
not to be taxed.” This was clearly stated by the Congress when the income-tax 
laws were first adopted. 

There can be no greater stimulant to reversing the present economic trends 
and stimulating the economy to continue growth than to increase individual 
income-tax exemptions. I cannot help referring to a statement, Taxing to Spend, 
released by the United States Chamber of Commerce Finance Committee in 
March 1949. 

This statement said, “The tax reduction (of 1948) helped to avert a business 
downturn by releasing additional purchasing power for goods no longer scarce 
and for which new markets were needed as a means of maintaining employment.” 
For reasons which are, I assume, obvious to some and not so obvious to others, 
the chamber of commerce does not take the same position today. 


CONCLUSIONS 


We urge the Senate Finance Committee in considering H. R. 8300 to insert 
a provision similar to that recommended by Senator George of Georgia—a pro- 
vision to increase individual income-tax exemptions to $800 this year and $1,000 
next year. The removal of H. R. 8800 of the two major provisions which make 
up the largest tax cuts, namely, the ones dealing with dividends and deprecia- 
tion, would greatly offset the loss in revenue from increasing exemptions. 

If these two provisions were removed and some of the other noxious provisions 
corrected, our economy, in my judgment, would be on the road toward not only 
ecovery from the present temporary downturn in employment and production, 
but toward our long range goal of expanding and improving the standard of 
living of the American people by “maintaining maximum production, employ- 
ment, and purchasing power.” 


APPENDIX 


New Loopnoies (“TAx SAVINGS”) OPENED BY THE 1954 Tax ReEvIsION BILL as 
DESCRIBED BY THE RESEARCH INSTITUTE OF AMERICA * 


The following list indicates some of the loopholes created by the 1954 tax bill 
as described by the Research Institute of America: 


NEW LOOPHOLES 


is they apply to individuals 

“Do you own depreciable business assets? 

“It would be possible to increase your depreciation charge-offs by 10 percent. 
New purchases or construction would be allowed twice the regular straight-line 
depreciation in the earlier years.” 

“Will you move your business to a community which will give you land, build- 
ings, or other financial inducements? 

“You would no longer have to worry that these will be taxable.” 

“Do you plan to sell your unincorporated business and realize a loss on the 
sale of the assets? 

“Proper timing of the sale can result in added benefit through the recovery 
of prior years’ taxes.” 

“Can you improve your farm by leveling, grading, construction of drainage 
ditches, planting of windbreaks, etc.? 

“These expenditures would be fully deductible even though they add to the 
value of your property.” 

“Do you make fairly substantial contributions? 

“The new law would approve a method of making contributions in trust which 
would permit you to make money on contributions.” 

“Do you speculate in commodity futures? 

“It would not be necessary to sell a commodity future held for 6 months rather 
than take delivery of the commodities in order to keep the gain in the long-term 
capital-gain class.” 

“Have you shied away from buying annuities because of the unfavorable tax 
cost? 


‘Quotations from Preventive Tax Planning: How the 1954 Tax Revision Bill Would 
Affect You, Research Institute of America, 1954. 
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“The present inequitable method of taxing annuities (the 3-percent rule 
would be replaced.” 


As they apply to owners of corporations 

“Would you like to draw funds out of your corporation at no tax cost, o 
at most a capital-gains cost? 

“If you are willing to have your percentage ownership reduced by 20 percent, 
corporate funds can be withdrawn without being hit as a dividend.” 

“Would you like to liquidate your corporation? 

“The obstacle to liquidating a corporation has been the need to pay tax o; 
any appreciation in value of assets, including good will. It would no 
be necessary to pay a tax on this amount.” 

“Do you plan to sell your corporate business? 

“The new law would eliminate the involved procedure now required to elim 
nate the double tax on the sale of corporate assets.” 

“Do you plan to liquidate your corporation? 

“The new dividend credit could make it worth while to pay a dividend p: 
to liquidation. * * * The tax consequences would be different under 
proposed law.” 

“Do you and several others plan to incorporate a business? 

“It could be accomplished tax-free even though the incorporators receive stock 
out of proportion to the cash or property transferred to the corporation.” 


longs I 


the 


As they apply to corporations 


“Do you sell merchandise on the installment basis? 

“You could switch to the installment basis without the double-tax penalty 
involved in changing from one method to another.” 

“Do you plan to subdivide real property? 

“The timing of the sale of lots could result in preventing part of the gain fro 
being taxed as ordinary income.” 

“Have you received funds or property which you think are exempt? 

“If you explain the item on your return, the Commissioner would not be abi 
to keep the statute open for more than 3 years, even though the item wasn 
included in taxable income.” 

“Do you own a medium or small business which does not have an approved 
pension or profit-sharing trust? 

“The requirements for setting up approved pension or profit-sharing trusts 
would be liberalized. This could make adoption of an approved plan advisable 
as a straight tax-saving procedure for the stockholder-employees and the ke 
employees.” 

“Does your business expect to have a high income this year? 

“It might be advisable to do development or research work. 
be deductible-even though a valuable asset may be created.” 

“Does your corporation have a tenant which pays the corporate tax on rent 
received? 

“The amount paid for the corporation may no longer be taxable to the co 
poration.” 

“Are you planning a spin-off or split-off of your corporation? 

“While this would be made easier, the recipients would have their interests 
‘frozen’ for 5 or 10 years.” 


The costs could 


As they apply to partnerships 


“Will you move your business to a community which will give you land, build 
ings, or other financial inducements? 

“You will no longer have to worry that these will be taxable.” 

“Could you use new plants, equipment or autos, trucks, etc.? 


“Depreciation deductions could be substantially stepped up in the earlier years 
by using a 200 percent declining balance method.” 

“Does your business have machinery, buildings, etc., which are worth less than 
book value? 

“These could be sold and the loss used to recover taxes paid in the last 2 years 
by the partners.” 


As they apply to employers and employees 


“Would you adopt a qualified pension or profit-sharing plan if it could be res- 
tricted to a narrow group of employees? 
“This would now be permissible—especially for the smaller companies.” 
“Do you have a qualified profit-sharing plan? 
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“Consider changing the plan so as to provide for the distribution of up to $5,000 
as a death benefit to employees covered by the plan. This would give the em- 
ployees’ widows or heirs tax-free income. 

“Some weighting in favor of ke y employees would be allowed. It could be ad- 
visable to reexamine the plan.” 

“Would you like to give certain employees individual rather than group health 
and accident policies? 

“This could be done without tax to the employees.” 

“Are you a key employee of a corporation and do you own more than 10 percent 
of your company’s stock? 

The advantage of a restricted stock option arrangement would be available 


to you.” 
“Would you, in effect, like to receive your pay now, but pay tax on it at a future 


ate? 

oat his would be permitted through the purchase of annuity contracts or other 
deferred pay arrangements.” 

Estates and trusts 

“Could you set up trusts for your children? 

“The new law would give added incentive to establishing trusts for children.” 

“Do you have minor children to whom you would like to make gifts in trust? 

‘Gifts in trust to minors would be encouraged by making certain of the annual 
$2,000 gift-tax exclusion.” 

“Would you like to pass on part of your estate to your children free of estate 
tax and yet not give them the immediate use of the funds? 

“This could be accomplished through the gift of life insurance, because the pay- 
ment of premium test would be dropped. 

“Another way would be to set up trusts whose principal would go to the chil- 
dren only on your death.” 

“Do you plan to leave your wife a life estate in your property at death? 

“It may be possible to arrange this in such a fashion as to qualify for the 
marital deduction.” 

Mr. Reurner. Thank you. I appear this morning in opposition 
to H. R. 8300, because in our opinion this bill does not an! the stand- 
ards of fairness to the American taxpayers, but what is perhaps of 
greater importance, it does not meet the economic necessities of our 
current situation in terms of our national econony. 

Mr. Chairman, I think that every American, whether he works 
with his hands in a factory or whether he is tilling the soil or whether 
he be an employer, is fully aware of the fact that in the world in 
which we live the price of freedom comes very high, and that every 
American must be prepared to pay his proportionate share of the cost 
of defending our common freedom. 

We oppose H. R. 8300, because we believe that currently low and 
middle income groups in America are already paying a dispropor- 
tionately high share of the cost of defending our common freedom, 
and we think that H. R. 8300 will make that even worse than it 
presently is. 

We believe that the only reasonable and fair basis by which a free 
society can raise the needed revenue to defend our common freedom 
and to provide the essential services is on the basis of the principle 
of ability to pay. 

Senator FLanpers. May I interrupt just a moment? You have, I 
see, this prepared statement. Are you, however, leaving this for the 
record? I was not here at the start of the hearing. 

Mr. Revruer. That is right. I am leaving that for the record, and 
] am just making certain observations of a ‘general character 

We believe that H. R. 8300 further undermines this very 7 sound 
and essential principle upon which a free society must base its tax 
structure, and that is this principle of the ability to pay. 
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This bill gives very generous tax cuts to wealthy corporations and 
wealthy families who do not need that kind of tax cuts. It denies 
tax relief to millions of low- and middle-income families who do 
need tax relief in order to become the kind of consumers we need at ; 
time when the greatest and most serious shortage in our economy is 
consumers who can translate their needs into demand and demand 
into jobs. 

Senator FLanpers (presiding). You will specify these advantages 
in detail to the higher-income groups ¢ 

Mr. Revruer. I will. That is why, while we disagree with H. R. 
8300 because of its lack of fairness to the taxpayer—we think it is 
not just—we think that the most compelling objection is the impact 
of this law upon the general economic situation. 

This is more than a matter of justice. This is a matter of necessity. 
We believe that the American economy is freedom’s greatest asset 
and we believe that America is the last best hope of freemen ever} 
where. We believe that the most decisive single factor in whether 
we are going to be strong in the world and whether the free world 
is going to be strong in facing the threat of Communist tyranny will 
be decided by how effectively we mobilize our productive power and 
how intelligently we distribute the abundance that our economy makes 
possible. 

[ think we have talked about this before, Senator Flanders. Essen- 
tially what we are trying to prove in America is that bread and free 
dom are compatible, that you can have economic security and mate- 
rial well-being without sacrificing your political and spiritual free 
dom. We can do that only if we demonstrate the capacity and the 
good sense to maintain full employment in peacetime. 

Senator Fianpers. Might I suggest a third thing? I think there 
are three things that we wish and hope we can get in combination. One 
of them is bread, one is freedom, and one of them is peace. There is 
a very strong undercurrent of opinion, and it is a subterranean under- 
current, that you can not have prosperity and peace together. I hope 
that you will agree that we can. 

Mr. Revruer. I have been shouting that from the housetops. | 
personally believe that peace, freedom, ‘and economic wellbeing are all 
inseparably tied together. 

Senator Fianpers. Excuse me for interrupting. 

Mr. Reuruer. We are developing economic difficulties, and while 
there is a wide use of terminology—some people call it a readjustment, 
others say it is a recession and some say it is Just a corrective period 
the facts are that more than 4 million American workers are unem- 
ployed. Our problem grows out of the fact that there is a very serious 
imbalance between our productive power, the ability to create wealth, 
and the purchasing power that is necessary, if we are to consume the 
wealth that we know how to create. I personally have unlimited faith 
in the future of the free American economy, and I certainly do not 
accept any defeatist point of view that depressions are inevitable or 
desirable or necessary. 

The American economy is capable of sustaining full employment 
and full production in peacetime, making the good things of life for 
people. There is nothing fundamentally wrong with the American 
economy that an increase in the purchasing power in the hands of the 
American people will not cure. 
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We disagree very basically with the philosophy of Secretary of the 
Treasury Humphrey, and we believe that his thinking is dangerously 
unres alistic and that what he has tried to do is to apply in this modern- 
day situation the trickle-down theory that Mr. Mellon tried. It didn’t 
work in 1929 and it will not work in 1954. We believe that in a mass- 
production economy you have got to balance mass productive power 
with mass buying power. 

Secretary Humphrey would have us believe that you can build pros- 
perity from the top down. We believe, of necessity, that you have to 
build prosperity from the bottom up. 

Senator Carison (presiding). Mr. Reuther, do you mind being in- 
terrupted ? 

Mr. Revruer. Not at all. 

Senator Cartson. We are all concerned about this situation. You 
mentioned the fact that we need to get some mass buying power out, 
and, of course, that is what makes our economy very operative and 
very virulent, but let us go back from about 1932 to 1939. We did try 
it in the way of what we called at that time pump priming. 

We poured out billions of dollars. If I remember correctly we 
tarted in with about 9 million unemployed and in a few years we got 
down to something over 7 million, a reduction of over a million and 
1 half. 

Isn’t that another evidence that it didn’t work on that particular 
oceasion ¢ 

Mr. Reutner. I think that fundamentally the most basic unsolved 
problem we have got is to find a way within our free economy—and 
God only knows we want to keep it free—to achieve an expanding, 
dynamic balance between productive power and purchasing power. 

I believe that what we need to do is to give maximum incentive 
within the free elements of our economy to try to bring that about. 

Senator Fuanpers. We didn’t solve that problem—or did we solve 
that problem—between 1932 and 1939? 

Mr. Revrirer. We did not fully solve it. We made some progress 
but we did not fully solve that problem. 

Senator Firanpers. Do you have, then, a different approach now 
from what was tried then ? 

Mr. Reurner. Senator Flanders, I believe most sincerely that if 
\merica has the good sense—I know we have the know-how, we have 
the technical and productive know-how—if we have the good sense to 
gear the productive power of the American economy to the tremendous 
unfilled needs of the American people, we can solve unemployment in 
peacetime. We can sustain our economy on a full-employment basis, 
on an expanding basis, and we can raise the living standards of the 
American people to unprecedented levels.. Look at the slums. Look 
at the hosiptal needs. Look at the school needs. Look at the road 
needs. Look at the St. Lawrence seaway. Look at all the things that 
need doing. There ise hough work in America to keep everyone fully 
employed for the next 25 years providing we have the good sense to 
find a way to put our manpower to work creating wealth and then get- 
ting purchasing power in the hands of the people to consume that 
wealth. 

Senator FLanpvers. What was it that we left undone between 1932 
and 1939 that we should have done to bring about this thing of which 
you speak ? 
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Mr. Reurner. We had mass unemployment and the very people 
who were unemployed were living in the slums. We had mass unem 
ployment and the very people whose children were being denied 
rightful educational opportunities were going to school in dilapidated 
schoolhouses. We had unemployment and the people who were sick 
were denied adequate medical care. Our problem is that we have 
never really demonstrated the kind of courage, the kind of vision, the 
kind of initiative when we face a crisis on the ecoonmic front that we 
have demonstrated on the military front when confronted with a mili- 
tary crisis. We have never done this job. 

Senator FLanpers. We didn’t do it between 1932 and 1939 and it 
would seem that we must do something different now. Iam trying to 
make out what that different thing is. Is it merely a matter of de 
gree that we must do what we did between 1932 and 1939 on a large: 
scale, or do you suggest a difference in kind as well as in degree ? 

Mr. Revrner. When we came out of that depression we had to pick 
ourselves up from the very bottom. Obviously in that kind of period 
we had greater gover nmental intervention in the economic sphere be- 
cause we were almost knocked out completely. I believe that if we 
take action early enough we can avoid getting into those difficulties and 
the earlier the Government acts, the less it will have to do. In other 
words, a little action in time will save greater effort later on. I per- 
sonally believe that what happened in the period 1932 to 1939 is that 
we did not go after our slums, we did not try to meet our housing and 
our school and our hospital and other national deficiencies with the 
vigor and the intelligence that we should have in terms of our man- 
power and material resources. We came out of that period with 
slums. Why didn’t we clean out the slums? We came out of that 
period with great deficits in terms of medical needs and educational 
needs and other basic national needs. The facts remain that America 
never has fully, in terms of its peacetime problems and the peacetime 
needs of the American people, mobilized its resources, both human 
and material, in peacetime as we have done in war, time and time 
again. I say, if America can demonstrate courage and initiative and 

vision and leade rship in terms of the pressing needs of war, w hy can’t 
we do the same thing in terms of the pressing needs of peace 

Senator FLanpers. I am trying to get ideas as to the improvement 
in the 1932 to 1939 policy. I wanted to get this clear. I take it that 
one of your points is that if we had started earlier in the 1932 period 


OL 


the situation wouldn’t have been as serious. Is that one of your 
points ? 

Mr. Revutuer. That is absolutely correct. 

Senator Fianpers. I want to make sure that I can give you 
credit 

Mr. Revruer. We did too little too late. 

Senator FLANperRs. So there you have too little too late. In the 
words, “too little,” you mean perhaps that we should have done very 
much more along the lines we were trying to do in 1932 to 1939? 
That is where the too little comes in ? 

Mr. Revruer. That is right, and we started to do what we did too 
late. 

Senator Fianvers. I get that point. You also feel that we should 
have done very much more, that our expenditures for these things 
you are speaking of were too little, that we should perhaps have gone 
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to twice as big a deficit, well expended within the terms of your 
program. sare | 

Mr. ReurHer. Senator Flanders, I think it very essential to make 
a distinction between a bookkeeping deficit and a real economic, 
human deficit. When we had 14 to 16 million unemployed, that was 
the greatest deficit, because we were throwing away hundreds of bil- 
lions of dollars’ worth of economic wealth that was not created that 
could have been created. 

Senator Fianpers. I might just say that I am not one of those who 
are frightened by the word deficit. I have been on one committee 
and have participated in the writing of one book in which it is sug- 
gested that we should incur deficits ‘under certain circumstances. It 
is also suggested that we should begin to retire those deficits under 
certain circumstances. 

Mr. Reutnuer. I agree completely with that. It is a matter of 
timing. 

Senator FLanpers. Yes; it is a matter of timing. I just wanted 
to get myself out from under the deficit complex that I think some 

of us suffer from, but I also want to put myself under a feeling that 
we should work both w ays, with some pluses and some minuses as a 
matter of timing. Excuse me for this interruption. You may go 
on. I just did want to find out what we should do differently than 
we did in 1932 and 1939. Your idea appears to be that we should 
start earlier and do more. 

Mr. Revutuer. I am not suggesting that that means only govern- 
mental action. I am saying that what we need to do is to find a more 
realistic, a more effec ‘tive, a more courageous way to gear our economic 
resources to the overcoming of these serious basic national deficiencies 
in housing, education, medical care, and so on, and that we ought to 
do that now. If the Government moves early enough it will have 
to do very little because it will stimulate the economic process and 
private initiative will take over most of the responsibility, which I 
am in favor of. 

Senator FLanpers. You say it is not entirely governmental. We 
are, however, considering legislation at this point. You think there 
are other things as well as lagianton? 

Mr. Revutuer. I certainly do. I do not think — legislation is 
a cure all. But I think legislation, timed properly, can be the thing 
that will stimulate the kind of movements that will get other volun- 
tary economic pressures in motion. 

Senator Cartson. Mr. Reuther, I don’t like to let this opportunity 
pass by without making a comment. 

I think you are making a statement here that I am concerned about 
from a national standpoint. I think our Nation is on trial as to 
whether we can live in a period of peace and prosperity or war and 
prosperity. I think your statement has a lot of merit on that basis. 
But you mentioned some things that the Government should be doing. 
[ would remind you that for the first time, I think, since I have been 
in Congress—I came in 1935—we have passed the St. Lawrence sea- 
way. It is not completely through but the indications are that we 
will approve that. You mentioned that as one of the projects. You 
mentioned a highway program. We are using this year—it has 
already passed the House and Senate—the largest amount of money 
ever authorized for highway construction. We are considering at 
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this time a lease-purchase program for construction of Federal build 
ings. So I think this administration is taking some steps that I hope 
will be helpful. 

Mr. Revuruer. We have been supporting the St. Lawrence seaway 

project. We think it is long overdue. We think we need it for our 

security and economic well-being and it certainly will stimulate eco 
nomic activity. We have got a $40 billion backlog of highway con- 
struction to catch up with in this country. 

In pursuing this idea of the need for a mass market to sustain 
u mass productive economy, I would like to quote one very short 
sentence from Business Week of May 16: 

The United States economy has been made prosperous by the wants of the 
many, not the few. 

I think we should never forget that that is basic, that our prosperity 
is based upon the demands and the needs of millions of people who 
make up the great majority of American families and not the needs 
or purchasing power of a handful on top. I think that the real 
genius of the American economy is that it has been based upon high 
volume of production, high productivity per man-hour, and that that 
has been sustained by high levels of consumption and high living 
standards. If you will take the Italian economy or the French econ 
omy, where they have a highly cartelized system, where the most 
ineflicient producer is guaranteed a profit, where they keep the volume 
low and the prices high and the living standards low, you will find 
that is why the Communists have great power in those countries, 
because they exploit the social injustice and the economic insecurity 
and the poverty that this kind of economic policy makes possible, 
holding down the volume and holding up prices. 

Senator FLanpers. Mr. Reuther, have you analyzed the corpora 
tion-tax features of this bill and the changes in the double taxation of 
dividends and other features to see whether or not there is anything 
in them which leads to or encourages those business procedures which 
you just spoke favorably of for the United States and unfavorably 
so far as Enrope is concerned ¢ 

As you must know, the purpose of this type of change in taxation 
is not built on the trickle-down theory at all. Trickle down is not 
applicable. It is built on the theory which may be right or may be 
wrong, that these provisions increase employment. There is no trickle 
down in the thing at all, not a trace of it. 

The question is will or will not these tax provisions tend to an 
expansion of production and employment and the developing of new 
lines and areas of production and employment? That is the question. 

Mr. Revrner. Senator Flanders, I will get to that very point. I 
think that we in the labor movement—certainly we in ‘the ClO—recog- 
nize the importance of investment policy, of encouraging expansion 
of the productive capacity of the American economy. Back in 1947- 

I just brought a copy along to refresh my own memory—I appeared 
before a subcommittee of the Small Business Committee of the Sen- 
ate where I was fighting for the expansion of the steel industry. 

I was urging in 1947 a 100-million-ton capacity by 1950 and the 
steel industry was talking about 79 million tons as being adequate. 
We have always realized that you can make peace and freedom secure 
in the world not by dividing up economic scarcity but by sharing 
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economic abundance. There is no economic Santa Claus. You can- 
not have a higher living standard than the productive capacity of 
the country makes possible. We have said that all along. We have 
snid also that what we need in America is a fifth basic freedom, free 
dom from the fear of abundance. That is one of our problems right 
now. We have got a tremendously productive economy and we are 

ifraid of the surpluses it will create. We are the only country in the 
world plagued by the problem of having too much to eat or having a 
productive capacity which has outstripped the demands of its popu- 
lace. What we have been saying all along is that you have got to en 
courage expansion, you have got to have the kind of investment policy y 
that will provide adequate capital to expand your productive capacity, 
to modernize it where necessary, so that we can get the maximum out- 
put in terms of science and tec hnology. 

But right now the question is, are you for expanding investment 
opportunities or for expanding purchasing power? It is a question 
of the timing. 

It is just like this deficit problem you talked about. Deficits under 
certain circumstances make sense. Yet under other circumstances 
the whole emphasis ought to be to retire the deficit rather than to 
expand it. 

The same thing is true on the question of purchasing power versus 
expansion of productive power. It is a question of timing. 

[f you expand investment at a time when the ying need is to 
expand purchasing power, you get into trouble. Or if you expand 
purchasing power at the time when the crying Sebi is to expand in- 

vestment opportunity and productive power, you get in trouble on 
the other end. 

We are in serious difficulty today because we have this serious im- 
balance between the capacity of the American economy to create 
wealth and the lack of purchasing power in the hands of the American 
people to consume that wealth. 

Our productive capacity has not outstripped our needs. We don’t 
have enough capacity to meet needs. What it has outstripped is de- 
mand, because millions and millions of middle- and low-income 
families lack adequate purchasing power in order to translate their 
needs into demand. All the needs in the world, if you haven’t got the 
money to translate them into demand, will not stimulate jobs and full 
employment. 

Senator Fianpers. Mr. Reuther, there are, I believe, certain recent 
figures that have been compiled to indicate that the liquid holdings 
of purchasing power, in the middle-income groups, at least, are 1 rather 
large, and that there seems to be a tendency to hold onto those liquid 
assets instead of spending them. That, if true, is at least one element 
in the situation that has to be reckoned with. 

I have hoped and still hope that the changes in the excise taxes will 
release some of that. It should and I hope - it will. I don’t think we 
have had any chance yet to get any figures to indicate that they have. 
With those who have purch: ising power the stimulus to purchase is 
not always there. 

Mr. Revruer. We, of course, supported the efforts to reduce the 
excise taxes. We think that is a consumer tax and anything you can 
do in the way of stimulating consumer-purchasing power is desirable, 
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but 1 am told that when the full impact of the excise-tax reduction 
reflects itself in the BLS cost of living indexes, it will reduce the 
index by about three-tenths of 1 percent, so that is not world shaking, 

Senator Franpers. That is not world shaking. The question is 
what does it do in the mind? Does it make the holder of moderate 
liquid assets more willing to buy? It is not a simple matter of that 
three-tenths of 1 percent. 

Mr. Revruer. The people that I have been talking to, Senator 
Flanders, are people who have been unemployed. ‘They are not hold- 
ing back huge savings. They are wondering how they are going to 
be able to avoid foreclosure on their homes and how they are going 
to avoid losing some of the utilities and the appliances ‘which they 
have purchased on the installment plan. It is true that there are great 
liquid assets in the way of savings in the hands of the America: 
people, but unfortunately the 10 percent at the top of the economic 
pyramid, the very people whom this tax bill is going to help, have 
already got 66 percent of the total liquid savings, ‘and 29 percent, the 
people at the bottom who get a few crumbs out of this tax bill, have 
no liquid assets whatsoever. 

The basic problem in America is not that we don’t know how to 
create wealth. The problem is that our productive know-how has 
reached a high level of development but our distribution know-how 
lagging seriously behind. 

Our productive machine is a jet job but we are bouncing around in 
an old model on the distribution end. 

Four percent of the American families at the top of the economic 
pyramid in 1952 had more income than 41 percent at the bottom of 
the economic pyramid. The groups on top hs ave got the savings, but 
their needs are essentially satisfied and they don’t translate savings 
into demand—they have got what they need. But the people at the 
bottom of the economic pyramid, the great mass of American families, 
lack adequate purchasing power and this tax bill would give the 
people who need the tax relief most very little relief, and it gives the 
families and wealthy corporations who don’t really need tax relief a 
great deal. 

Senator Lone. I would like to ask your judgment on this issue. 
Secretary Humphrey agreed with me that by providing relief for 
corporation dividends that would encourage a tendency to declare 
these funds out in corporate dividends rather than to retain earnings 
and expand the plant and equipment with them. 

If that is to be done, the best information that I can get—and Secre- 
tary Humphrey doesn’t like these figures, but he hasn’t yet produced 
his to dispute them—is that 80 pere ent of the stock is held ‘by six-tenths 
of 1 percent of the population. The figures that you have presented 
here indicate that those people already have enough income to supply 
all of their personal needs, that they can buy just as many clothes as 
they have any desire to buy. 

They don’t need to improve their diet. They are probably shopping 
at the low calorie counter rather than the high calorie counter. That 
food is usually more expensive than the more » nourishing food. Those 
people are not going to spend any more if they do have more. If you 
want to expand rote tion and relieve unemployment it makes good 
sense that your tax program should be designed to put the money in 
the hands of people who can’t buy because they don’t have the income. 
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[ can’t see that this program is going to do it and I can’t see that 
this program is necessarily going to expand production, even if there 
is a good opportunity to make a profit when there is no market for 
the product. Are you in agreement with that general theory ¢ 

ur. Recor: I am in absolute agreement, Senator Long. I do 
not question Secretary Humphrey’s integrity. I seriously question 
his economic judgment. He is helping the wrong people. He hap- 
pens to be helping the people that he is a part of. He has huge 
stockholdings. I sit across the bargaining table with his kind of 
people. I have respect for them as individuals. I question their 
economic judgment in this kind of situation. I say that when you 
give en 0 who are in the upper-income groups greater relief than 
the people in the lower-income groups, you are not stimulating the 
American economy. As you say, they have got all they need and 
much more on top of that. I think the question boils down to this, 
what are we trying to do? Are we trying to raise the standards of 
luxury of the few who already have more than they need, or are we 
trying to raise the standards of living of the many who have too 
little? That is fundamentally what this boils down to. 

Senator Lona. I read a statement the other day by an economist 
whom I do not know personally, but the logic of it impressed me. 
He contended that over the last 50 years our annual production has 
increased at least 3 percent per year on the average. If our economic 
production had increased at the normal average rate, rather than de- 
creasing as at this last year, there would have been a difference of $30 
billion. There is $30 billion of wealth that was not created because 
apparently there was no market for the product. If the market had 
been there, we could have expected the ordinary increase in produc- 
tion. That is $30 billion that everybody lost. It was $30 billion lost 
to the worker, $30 billion to the farmer, $30 billion to the Federal 
Government in taxes. Everybody took his share of that $30 billion 
loss. 

If we can expand the production up to where we are steadily increas- 
ing, as we have done in the past, we would make that $30 billion to 
be shared by all the people of this Nation. Of course, some might 
get more than others. But, the point is that it is being lost to all of 
us at the present time. 

Mr. Revtruer. Do you know what we could do with that $30 billion ? 
We could build half a million $12,000 homes. We could double the 
amount of money we are spending for education in all forms. We 
could build hospitals with 250,000 beds. We could give every old 
couple $200 worth of social security, and have $71 billion left to do 
some other things. We are wasting all that. 

Senator Lone. I want to put you on the spot now, Mr. Reuther, 
because I am in agreement with you so far. Here is a point where 
I am inclined to disagree with you. It seems to me that one way we 
are contracting this economy is by draining off a considerable amount 
of liquid wealth by adding to this social-security trust fund. I have 
been one of those who has been inclined to think that as long as you 
had a sufficient curb on there to assure that you weren’t going to be 
broke any time in the future that there wasn’t much possibility that 
Congress is going to shut off the social-security benefits, that they 
wouka always be willing to raise at least enough to pay for the benefits 
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year by year. My impression is that there is one field where a 
siderable amount of the economic liquid wealth is being drained out, to 
the extent of about $2 billion per year. I understand that your grou) 
does oppose putting that on a pay-as-you-go basis. I wondered i{ 
there would be some inclination on the part of your group to favo) 
some program where in times of recession such as we have now it 
would at least revert to a pay-as-you-go basis, rather than trying to 
build up a fund both in good times and bad. 

Mr. Revuruer. Fundamentally, what we have been trying to guard 
against is an effort to scrap the basic insurance concept that supports 
the social-security program. We think you have to have some basi 
provisions there so that the plan is funded, Otherwise, you may 
find that just when you have the greatest call upon the resources of 
this kind of program, the funds won't be there and then maybe under 
the pressures of political expediency you may deny to workers who 
made a contribution and who have an equity, the realization of that 
equity. We do believe that the insurance principle has to be safe- 
guarded. 

Senator Lone. As long as you add more to the fund year by year 
than you take out, there is no danger of the fund ever being bank- 
rupt. 

Mr. Reutuer. As long as what you add is adequate to meet future 
liabilities. 

Senator Lone. I have never thought that trying to cover the needs 
of 40 million workers, or 60 million workers, would permit you to 
find enough liquid wealth to put in the fund to cover all of that need. 
That has been my feeling. 

Mr. Revruer. If I may go on Mr. Chairman, we have here an 
analysis of what we think will take place in terms of the various 
economic groups, based upon the January 1, 1954, tax changes and 
what is proposed in H. R. 8300. Our figures indicate that families 
under $5,000 income, who represent 74 percent of the American 
families, are getting out of these two tax arrangements only 9 per- 
cent of the tax relief, or $701 million in tax reduction. Wealthy 
families in the $5,000 and over class are getting 43 percent, or $3,424 
million, and corporations are getting 48 percent, equivalent to around 
$3,779 million. Here you have a situation where the great bulk of 
the people, more than 74 percent, are getting 9 percent of the tax 
reductions, and 91 percent is going to wealthy families and wealthy 
corporations. We have got that broken down, and I would like to 
put that in the record so that it can be studied, because this is where 
we think we are going to get into very dangerous water—giving the 
relief to the people who don’t need it and denying relief to the people 
who do need it. This is more than a matter of equity, more than 
a matter of justice, more than a matter of economic morality. This 
is a matter of economic necessity in terms of the needs of our econ- 
omy. That is why we are worried about this thing. 

The Cuarrman. Your figures may be put in the record. 

(The information referred to follows:) 
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Tax changes made Jan. 1, 1954, and provided in H. R. 8300 
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Mr. Revuruer. The steel industry is currently operating at 68.1 


. percent of its capacity. Do we need more steel capacity, or more cus- 
tomers to consume the products of American industry made out of 
i steel? The steel industry will lose 30 million tons of steel this year, 


if it remains at the current level of production. What do we want? 
A greater unused steel capacity or do we need more customers? Here 
is the New York Times of yesterday. I quote a headline: “Pittsburgh 
shows greater optimism. Sharp drop in steel output rate believed 
over for at least 2 months.” 

For 2 months it is going to get no worse and then it is going to 
take another nosedive. W hy? It goes on to say that customers 
are buying steel in advance because they think maybe there will be 
a steel strike or there may be a price increase and they are trying 
to hedge against that. But, there is nothing basically underlying or 
supporting. an improvement in the steel industry. I predict right now 
that in the fall the steel industry will feel the impact of the fact that 
customers are buying in advance of their needs now. 

Now, take the automobile industry. The automobile industry is 
currently operating at around 74 percent of capacity for automobiles, 
for passenger cars, and 70 percent for trucks. In recent weeks we 
have been producing around 520,000 cars per month and 95,000 trucks. 
Mr. Harlow Curtice, president of the General Motors Corp., is ex- 
tremely optimistic. He has made the most optimistic prediction to 
date as to what the levels of automobile sradenedbon and truck pro- 
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duction for 1954 will be. He says they will be around 6.3 million, 
trucks and cars combined. That is 66 percent of our capacity. We 
will lose more than 3 million passenger cars in 1954. In other words, 
we have got the capacity to make 3 million more new passenger cars 
than we will find customers for. What is the need in the auto indus- 
try? Isit for more plant capacity? No, we have got a serious shortage 
of customers. Therefore, what we need is not more productive ca- 
pacity, but more purchasing power in the hands of the American 
people. 

The only company that has more customers than capacity is the 
Cadillac Motor Car Co. I say America cannot ride to prosperity 
in a Cadillac. It has to ride to prosperity in Fords and Chevrolet, 
and Plymouths and Studebakers and Willys Overland and Nashes 
and Hudsons, and all the thousands and millions of cars that little 
yeople in America buy. But, what happens is that Mr. Humphrey 
as a Cadillac approach to this question, when what we one is a 
program that all the people can ride in. 

The General Motors Corp. announces a billion dollar expansion 
program, and I say I am for that. I am for modernizing American 
industry. I am for making it as productive as our science and tech- 
nology make possible. But, I say that when you talk about expanding 
industrial capacity in a vacuum, whether it be theoretical or social 
or an economic vacuum, you are dealing with dangerous generalities. 
You have got to talk about expansion of capacity in terms of the 
economic facts of life in the day in which we live. What is General 
Motors really going to do with this money? Are they going to 
expand their basic productive capacity? The answer is no. They 
are going to modernize the present capacity to make it more efficient 
and more competitive. Let me just take a minute, Mr. Chairman, 
to give you some idea of what is eres in the auto industry, 
because this is inseparably tied together with, where we, as a free 
people, are going in the world. The Ford Motor Co. built a new 
engine plant in Cleveland. It is adjacent to the airport. It is the 
most modern engine plant in the industry, but when General Motors 
gets through with their building modernization program, they will 
have more modern plants than the Ford plant. 

Ford takes a rough engine casting, Mr. Chairman, right from the 
foundry. It goes into a kind of machine called “automation.” It 
is a continuous machine. No worker touches the block. This machine 
does a job that once used to take 24 hours, from the rough casting 
to the dnished block. Then, the machinery we had 2 or 3 years back 
took 9 hours. The time was reduced from 24 hours to 9 hours. This 
new Ford engine plant—it is a marvel of science and technology— 
takes this rough cylinder block and 14.6 minutes later it comes out 
of the other end, untouched by human hands, complete. It bores 
the cylinder. When the boring tool is back up in position an electric 
eye measures the cylinder. If it is too small the electric eye sends 
an impulse to the brain of the machine and it makes an automatic 
adjustment and takes another cut and if it is O. K. then it goes on to 
the next operation. 

I ask you, Mr. Chairman, is that good or bad? I think it is good, 
providing we have the good sense to gear that production power to the 
tremendous unfilled needs of the American people. If we do that, 
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it will build a better world, and a better life for us. If we fail to do 
that, it can dig our economic graves. 

That is the Ford six- -cylinder line. But, before they had that one 
under way, the engineers had worked out a more efficient way to do it. 
Now they have got a Mercury line, which is the new line, that is 20 
percent more efficient than the first line. 

General Motors is going to spend its billions of dollars to do what? 
To introduce “ automation,” these automatic machines. You can’t find 
the workers. When you find one he is just looking at a big switch- 
board with red, green, and yellow buttons. When the green lights are 
on everything is going perfect. When the yellow light is on that is 
a signal that the tool is still working but is getting fatigued. When 
the red light comes on he shuts down and changes the tool and goes on. 
General Motors is going to put its billion dollars into that kind of 
“automation” process. 

You are going to have greater production with fewer workers and 
fewer customers. That is where we are. These machines won’t eat 
potatoes and pork chops and they won’t drink milk and they won’t 
eat up our farm surpluses and they won’t wear cotton shirts to eat 
up our cotton surpluses. The problem we have here is how to main- 
tain a dynamic expanding balance botween productive power and 
purchasing power, at the point where you need more productive power 
shifting the emphasis there, and at the point where you need more 
purchasing power shifting the emphasis in that direction. 

If we were standing today in the position where we had greater pur- 
chasing power than productive power, I would be here arguing that 
the coahesin be shifted to productive power. But, the facts show 
right now steel is at 68 percent of capacity, automobiles at 66 percent, 
based upon the most optimistic predictions. What is true of steel and 
autos is true of agricultural implements. We are 30 percent below the 
1951 level of agr ‘icultural implement production. Why? The farm- 
er’s income is depressed and that reflects itself there. So, what we 
need is not more productive power, but more purchasing power. 

Senator Lona: Mr. Reuther, I agree with you that we have some of 
the best planners and engineers in the world to show us how to get the 
greatest amount of production with the least amount of human effort. 

Mr. Revruer. Which is what we want. 

Senator Lona. It is a wonderful thing, and I agree that it should 
bedone. But, unfortunately some of those same people criticize others 
for trying to plan what happens when you get all this production. 
Apparently there is something wrong about planning on that, al- 
though it is fine to plan to power out a whole flood of goods on the 
market. Obviously someone should be planning to move all these 
goods. 1 have missed one possibility that someone might have in mind 
for getting these goods on the market, and that is for the average labor- 
ing man to go deeper i in debt. That hasn’t been explored yet. 

fr. Reurner. We have already expanded our installment buying 
credit by $13 billion since 1948. You can blow that bubble up. That 
is what happened in 1929. People were sustaining current prosperity 
in the period before 1929 by borrowing on future earnings. But, when 
that bubble got so big it broke then the world came tumbling down 
around our ears. You just can’t sustain pecan 4 today by spending 
money you may earn 3 years from now. ou can't get that too far out 
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of proportion. The point is, why can’t people have purchasing power 
that reflects their contribution to the creation of current wealth. That 
is what we are saying. Our problem, Senator Long, is that as a society 
we have made great progress in the physical sciences and the art of 
working with machines and materials, but we have lacked the making 
of comparable progress in the human and social sciences, in translating 
these things into people. That is what we are talking about here this 
morning. What can we do as a free people to create the maximum of 
abundance in terms of economic wealth? Then, within the frame- 
work of freedom, within the framework of our kind of political and 
social system, where the value of the individual and the worth and the 
dignity of the man are maintained, we can achieve economic well- 
being, with the fullest measure of political and spiritual freedom. 

If we can’t find the answer to that, we have lost the fight against 
Communist tyranny. This is not an ivory tower theoretical struggle 
against ideological windmills. This is a struggle to put food in the 
peoples’ bellies without putting their souls in chains. But, the trouble 
with American big business is that they don’t have any faith in 
America and any faith in themselves. If they did, they would say, 
this isa pushover. We have got enough to eat, we have this productive 
capacity, and why don’t we gear it to the needs of people in peacetime. 
I think we are doing them a great favor. We have got to save them 
from their own selfishness, that is what we have to do. If we let 
them run the world, they will destroy themselves, but we are all in 
the same boat. 

Senator Lone. I regret to see that this administration is taking the 
attitude that these farm surpluses are greatly built. That is an awful 
thing, that the country is worse off because we have them. That is 
the attitude the Secretary of Agriculture takes. Yet, our Secretary 
of the Treasury wants a tax policy that will rush industry into exactly 
the same position, that these vast surpluses will be on hand with enor- 
mous plants without the customers for them. 

Mr. Reuruer. The food surpluses that we have in America, if we 
have the wisdom and intelligence and courage to use them construc- 
tively, have got more wallop than all the H-bombs in the fight against 
hunger and poverty in the world. Just turn the coin around. Sup- 
posing that — and her satellite countries had billions and billions 
of bushels of grain in surplus, that they had a great expansion of 
industrial and agricultural capacity. What do you think they could 
do to subvert the world to their corrupt, evil-doing ways? The point 
is that we have been sharing scarcity so long that we are afraid of 
abundance. 

Before you came in, I said we need a fifth basic freedom. The four 
freedoms are not adequate. We need freedom from the fear of 
abundance. It is a tragic thing that a society has a problem because 
there is too much to eat. It is the first time it has ever happened in 
the history of the world. 

Senator Lone. Here we have had these reductions. ‘When the 
excess-profits corporation tax expired we have had $2 billion of tax 
reductions. 

We had another 8 billion when that first 10 percent round of the 
personal income taxes occurred, although 50 percent of those people 
did not benefit from that because of the increase in social-security 
taxes. Then, we have had from this bill another 1.4 billion of tax 
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reductions. I am inclined to think that if those tax reductions that 
ail run around 6,400,000,000 were distributed among the people 
who really need more food, need more clothes, need more appliances, 
and need them right now, that you wouldn’t have any surplus on 
hand. You would have full capacity operation. 

Mr. Revruer. If every schoolchild in America lived in a family 
that could afford to buy him all the milk he needed and ev ery school- 
child in the elementary schools, not counting universities, consumed 
8 more quarts of milk per ye: amount because 
many children are not even getting a half pint a day—there would 
not be one drop of milk sur plus i in Americ a. Wehaven’t got too much 
milk. Millions of families can’t buy the milk that their kids need to 
crow up strong and healthy. Why haven't they got it? Because they 
haven’t got the purchasing power. Our job is to get the purchasing 
power into the hands of those people. The tax bill before this com- 
mittee proposes to give the people, who have already got more milk 
and champagne than they can drink, more relief, instead of giving it 
to the people who need it for food and these other basic necessities. 

The serious thing is that all manufacturing has dropped in Febru- 
- of 1954, 10 percent below March 1953. Durable goods are down 

13 percent. Retail sales are off 5 percent compar ing the first 3 months 
of 1954 with the first 3 months of 1953. They say we are going 
through an inventory adjustment period. But, the basic question is 
why did we get an accumulation of these inventories. How come when 
we had high levels of employment with everybody earning wages, 
how come with purchasing power at a higher level we ace umulated 
inventories? Why? Because even at relatively high levele of full 
employment, we still had an imbalance between purchasing power and 
productive power. Has our inventory situation gotten any better, Mr. 
Chairman? I regret to say it has gotten worse. Inventories from 
September to January came down $1 billion but sales came down $4 
billion. Inventories are something you measure not in the absolute. 
You measure your inventories in “their relationship to the level of 
sales. It is how many months sales have we got on hand. I say by 
that yardstick our inventory problem has gotten worse, not better. 
Why? Because unemployment breeds unemploy ment. When work- 
ers are laid off, their purchasing power is curtailed. It means that 
their demands are curtailed. It means that the things they would 
normally consume are not consumed and the people who make those 
things get laid off. Then, they reflect their lack of purchasing power 
upon the e economy. The thing begins to breed within itself ‘and the 

first thing you know, it snowballs and we are in trouble. 

In the automobile industry you might think that we are beginning 
to boom again. It is true that automobile production has gone up. 
In February we made 401,000 cars. In March, we made 493,000 cars. 
But, at the end of March, we had 650,000 passenger cars in stock, 
which was an increase cf 13,000 over February. So, we are building 
up bigger inventories. All along the line you will find this. 

We have got now in excess of 5 ‘million unemployment. The figures 
from the Department of Commerce say that we have got 3,725,000 
people who are completely unemployed. We have got 235,000 who 
are laid off for 30 days or less. But, the real loss is ‘also in terms of 
the people who are working a short workweek. The figures put out by 
the Department of Commerce in December showed that 11 million 
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workers in December were working less than 35 hours a week. When 
you compare the average workweek in the first 2 months of this year 
with the first 2 months a year ago, you find that this year we are losing 
45 million man-hours of employment a week. That is the equivalent 
of full-time employment for more than a million workers. 

Let me give you a couple of examples. In Detroit we have 140,000 
unemploy ed, just in the city of Detroit. The Hudson Motor Car Co.— 
this is an example of the problem—had 15,000 workers at the peak of 
their production. They laid off 7,500 workers. But, the 7,500 work- 
ers that they kept on the payroll worked 16 days in the whole of Jan- 
uary and February put together, although they are still counted as 
being employed. When you work 16 days in 2 months you are really 
not employed. 

Senator Lone. How many workers are there, regarded as being 
employed ? 

Mr. Revruer. Seventy-five hundred. They had 15,000, and they cut 
it down to 7,500, and the 7,500 only worked 16 days in 2 months. In the 
steel industry, I am told that there were 190,000 workers laid off com- 
pletely and 257,000 working less than 40 hours a week. When you 
add all of those together, those completely laid off and those partially 
unemployed, I say that the number of unemployed is in excess of 5 mil- 
lion, and that is where this $30 billion of economic waste comes in, 
because the average worker can create, roughly, $6,000 worth of wealth 
in a year. I say that to look at this thing realistically we have got 
to agree that the one thing that we canot afford is to lose $30 billion 
worth of economic wealth a year, and that that is exactly what we are 
losing today. 

Senator Frear. Mr. Chairman, may I ask a question ? 

The Cuarrman. Senator Frear. 

Senator Frear. Your figures are quite interesting, there. Do you 
have a basis of man-hour comparisons? You gave an example of 
Hudson, where half the work force was laid off and the other half 
was reduced in the time they worked. Of course, if you multiplied 
15,000 by their average wor kweek, versus 7,500, we would have a man- 
hour workmonth. Do you have any comparative figures on that? 

Mr. Revuruer. Senator Frear, it is very difficult to get that kind of 
information. 

Senator Frear. May I ask a further question along that line? Just 
take these workers that were reduced in time, not those that were laid 
off. We know that their purchasing power ha: diminished to the 
extent of their wages. But those whose pay enve! «. -> ere not quite as 
full as they were for a month, what happens in the i.‘ ..ction of their 
pay envelope? What do they spend their first dollars per month for 
and on up the line? Where do we get the line to where they can buy 
things that will expand industry ? 

Mr. Revruer. An unemployed worker falls back on the very inade- 
quate unemployment compensation benefits. 

Senator Frear. That is the totally unemployed. I was thinking of 
the Hudson worker who worked 8 days i in January. 

Mr. Revruer. What he has to do is tighten his belt. Instead of 
getting 4 quarts of milk for the kids every other day he winds up 
getting 1 quart. He begins to eat less meat and he begins to try to 
substitute the most inexpensive foods for the kind of food or diet that 
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he ought to have. Immediately that begins to reflect itself in the farm 
markets. 

Senator Frear. Is his first reduction in the food basket? Do you 
think that is where he reduces it first ? 

Mr. Revruer. First of all, the average famiiy has got fixed pay- 
ments to make on their refrigerators, on their radios and their tele- 
visions, and their homes. In order to avoid losing those, the fellow 
has to sustain the monthly payments. So, he meets that, although he 
would like to forget about those and concentrate on food and clothing. 
But he has to do those things or otherwise lose the things he has paid 
75 percent of the bill for and he would like to keep. So, he tries to 
maintain those payments. He cuts down on food, doesn’t buy the 
proper kind of clothing, doesn’t call the doctor when the kids are sick. 
He figures, well, maybe a few aspirins or the things he can get out of 
the drugstore will take care of it. You can never measure the real 
tragic toll in terms of human welfare, because there are no measuring 
sticks by which you can measure that. How many kids in America 
now are going without the kind of diet that they ought to have to grow 
up strong and healthy because their fathers are partially unemployed ? 
You can’t measure that. Future generations will pay the price. Yet, 
there are farm surpluses. 

Senator Frear. The average worker will try to make his monthly 
payments that have been stipulated? He will try to make the pay- 
ments that he has obligated himself for as long as he can. For in- 
stance, on his automobile he will try to keep up his payments on that 
to hold it, especially if it is necessary to furnish transportation to 
work ? 

Mr. Revruer. He needs it to get to work, or to look for a job. An 
automobile is a necessity. How do you get around? If he sells his car 
and says this is a luxury he doesn’t need and sits around, then he is 
condemned for having no initiative or gumption for not getting 
around. He needs his car to shop around to try to find some odd jobs 
and maybe ultimately a good job. 

Senator Frear. But the ordinary worker will try to maintain his 
obligations as far as possible to the extent of suffering, perhaps, under 
the doctor’s bill and food bill and clothing bill. 

Now, may I just take one further minute, Mr. Chairman? When 
Secretary Humphrey was before the committee he said that the reduc- 
tion in taxes could not all be given to the consumer side of it. We 
would have to realize that the manufacturing side of it also has to 
have some decrease in taxes because we had to maintain a balance 
between the manufacture of heavy industry and the consumer pur- 
chasing power. Do you agree with that? 

Mr. Revutuer. I said before that the whole secret of the future of 
our economic prosperity in peace time is to maintain a dynamic, ex- 
panding balance between productive power, the ability to create 
wealth, on the one hand, and purchasing power and the ability to 
consume the wealth and create it, on the other. What is wrong now 
is that currently our economic difficulties are a reflection of the serious 
imbalance between great productive power and the lack of adequate 
purchasing power. I cited figures to show how we were underutilizing 
the productive capacity of most of America’s productive industry, 
steel, agriculture, automobiles, et cetera. What we need today is more 
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customers, not more productive power. When we need more produc- 
tive power, I will join forces with Secretary Humphrey in urging 
that the tax structure encourage the expansion of onpiadl goods and 
productive power. But, right now, we need customers. 

Senator cab I think in an earlier statement you said the same 
thing in other words. You spoke of this machine that the automobile 
manufacturers made, “automation.” You were for that, which meant 
increased production. Did Secretary Humphrey mean, when he was 
talking about heavy production, the manufacture of machines for the 
manufacture of dnvabia consumer goods # 

Mr. Revutuer. I think what Secretary Humphrey is trying to do is 
to apply at this point to the economic development of America a theory 
which is sound in a period when we need to put great emphasis on 
capital expansion. What he is trying to say to the American people 
today is that you feed our economy on top by providing greater 
initiative and greater incentive to the aaanns who invest their sur- 
pluses in capital expansion, that they will invest money, they will 
expand industry, eld that economic activity at the top will stimulate 
economic activity at the bottom. That is where he is wrong. You 
have got to build this from the bottom up, not from the top down. I 
say that I do not question his integrity. I seriously question his eco- 
nomic judgment. 

Senator Lona. Is it not possible that there is some merit to both 
sides of the argument, that perhaps we ought to do some of both ¢ 

Mr. Revuruer. I think there are certain American industries where 
we need to expand, but that is not true of the general cross section of 
American industry. I believe that there are adequate incentives 
already. You have got all kinds of tax writeoffs, all kinds of amortiza- 
tion provisions, and so forth, that I think are adequate to provide the 
capital. If you will get the facts—I could have presented them here 
this morning, but time would not permit—on the relationship between 
demand in terms of peoples’ needs and the flow of investment capital 
into industry, you will find that they parallel each other. Investors 
do not invest money to expand industries that have 30 percent unused 
capacity already. You would be a poor investment man if you said 
that where to put your money is where there is already an excess 
capacity of 30 percent. But, if you had enough customers to use u 
that excess capacity and there was a market there, then you would find 
capital flowing in there. 

Secretary Humphrey ought to understand that. 

TheCwarrman. Mr. Reuther, we have eight more witnesses to hear 
before noon. Let’s let Mr. Reuther go ahead with his statement. 

Senator Lone. Mr. Chairman, may I ask one more question that 
I’m afraid the witness is not going to touch on? I have been con- 
cerned that in this surplus of automobile production we might lose 
some of the competition that we have in the automobile industry. 
Although these smaller companies account for only a small percentage 
of automobile production, it is nevertheless a vital production, par- 
ticularly in keeping competition alive to see that the customers get a 
good price for the automobile that they purchase. In your judgment, 


is there any danger that if this thing continues the way it is going, 
we might see some of these automobile companies closed or consoli- 
dated with major competitors? 
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Mr. Revuruer. I think that the future of the small automotive pro- 
ducers, as in any other basic industry, is inseparably tied together 
with a full employment, full production economy. I say during pe- 
riods of economic recession, when the market is contracting, the little 
fellow gets in trouble because there are many advantages that a volume 

roducer has over the smaller one. It is not that they are better people. 
Vhen you make a couple of million cars a year, you get tremendous 
economic advantages out of that volume. You are able to spread your 
tooling costs and your engineering costs and your overhead costs over 
a larger volume and yet get these real advantages. The future of 
these companies is tied together with our ability as a free people to 
maintain full employment and full production. It is the only hope 
there is. I agree with you. I think they perform a very vital and 
essential function in our economy. I think it would be a very sad 
situation if 2 or 3 companies wound up with a complete monopoly 
of the total market of any kind of production. 

Mr. Chairman, we, of course, believe most sincerely that the Con- 

ess of the United States has an opportunity to make a vital contri- 
Cation to meeting this serious economic problem. We are not coming 
here as a pressure group trying to ask for favors. We have come 
here motivated by what we believe are the economic facts of life. We 
are in favor of increasing the personal exemptions from $600 to $800 
this year and $1,000 next year. We believe that an increase in the 
personal exemptions from $600 to $800 will put mostly into the hands 
of low- and middle-income groups about 41% billion of high velocity 
purchasing power dollars. They are not going to put those dollars 
in salt brine. ‘These low- and middle-income families are going to use 
those dollars. Those dollars will reflect their needs in terms of de- 
mands and that demand will show up in the market place and the 
market place will reflect that demand in terms of jobs and opportunit 
for farm products, for industrial products, for the services and tate 
that the American economy is capable of making in peacetime. There- 
fore, we are motivated more by the necessities of our national economy 
than we are by the question of the individual taxpayer. 

This $41% billion that will be forthcoming by increasing the per- 
sonal exemptions from $600 to $800 is really an investment. Fou 
talk about investment in industry. This is investment in people, in 
purchasing power, in prosperity for America. I say that we can 
afford that investment. What we cannot afford is the continued loss 
of the $30 billion a year, based upon the 5 million unemployed. 

Personal exemptions today are the lowest in the history of the 
income tax since 1913, when measured in terms of buying power, with 
the exception of only 1 year. In 1913, when we adopted our present 
tax structure, a family of 4 got $10,820 exemptions in 1953 dollars, 
In 1932 they got $6,465. Today they get $2,400. With the exception 
of 1947, this is the lowest it has ever been. The 80th Congress raised 
it in 1948. We have a chart which I would like to put in the record, 
to show the committee what has happened in the last 41 years. 
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(The information referred to follows :) 


Personal exemptions for 4-person families under the Federal income-tagv laws 
since 1913 and the buying power of such exemptions in terms of 1953 dollars 








rt 
| Exemptions ‘ | Exemptions | 

se } ae | Buying power || * Ane Buying power 

Year } Speen | in 1953 dollars i Year a in 1953 dollars 

oe ee _ ~~ ¥ — — = _— i! sre TT j "ee ee See 
1913 $4, 000 $10, 820 || 1933 , $3, 300 | $6, 825 
1914 4, 000 10, 665 || 1934 3, 300 | 6, 600 
1915 4, 000 10, 540 |} 1935 } 3, 300 | 6, 430 
1916 4, 000 9, 820 || 1936 3, 300 | 6, 365 
1917 2. 400 5,010 || 1987 3, 300 6, 150 
1918 2, 400 4, 270 1938 3, 300 6, 260 
1919 2, 400 | 3,710 |} 1939 3, 300 | 6, 355 
1920 2, 400 | 3, 200 || 1940 2, 800 | 5, 345 
1921 3, 300 | 4,940 || 1941 2, 300 4, 185 
1922 3, 300 5. 270 || 1942 1, 900 3, 120 
1923 : 3, 300 5,180 || 1943 1, 900 2, 935 
1924 : | 3, 300 5,165 || 1944 | 2, 000 3, 040 
1925 4, 300 6, 559 | 1945 : } 2, 000 2, 975 
1926 | 4, 300 6, 505 || 1946 2, 000 2, 745 
1927 | 4, 300 6, 630 || 1947 | 2, 000 2, 395 
1928 | 4, 300 6, 710 || 1948 2, 400 2, 670 
1929 - | 4, 300 | 6, 710 || 1949 2, 400 2, 695 
1930 4, 300 6, 890 || 1950 2, 400 2, 670 
1931 4, 300 | 7, 565 || 1951 2, 400 2, 475 
1932 3, 300 | 6, 465 || 1952... ..... 2) 400 2 419 
|} 1953 siege --| 2, 400 2, 400 


NoTE,—In the 29 years prior to World War II, the exemption for the 4-person family was $3,200 or larger 
in terms of 1953 buying power. In all but 2 of those years, it exceeded $4,000 in 1953 buying power. 

Senator Lone. With regard to purchasing power, what was the 
year where the exemption was less favorable than it is at the present 
time? 

Mr. Revruer. 1947. Then in 1948 it was increased. The 80th 
Congress corrected this. I would like to submit for the record the 
results of the voting in Congress that brought about the change in 
1948, because I think it is very interesting to see how that increase in 
the exemption was handled. 

The first tax-reduction bill (H. R. 1) introduced by the Republican 
majority in 1947 contained no provision for increasing the $500 per- 
sonal exemption. 

An amendment by Senator McClellan (Democrat, Arkansas) to in- 
crease the exemption to $750 was defeated 44 to 27, with Republicans 
voting 37 to 4 against the increase and Democrats voting 23 to 7 for it. 

An amendment by Senator Lucas (Democrat, Illinois) to increase 
the exemption to $600 was defeated 58 to 28, with Republicans voting 
47 to 1 against the increase and Democrats voting 27 to 11 for it. 

H. R. 1 was vetoed by President Truman as proposing excessive tax 
reductions and giving them to the wrong people, the upper income 
taxpayers. 

The second tax-reduction bill (H. R. 3950) introduced by the 
Republican majority in 1947 likewise contained no provision for in- 
creasing the $500 personal exemption. 

An amendment by Representative Forand (Democrat, Rhode 
Island) to increase the exemption to $600 was defeated 261 to 151, with 
Republicans voting 232 to 2 against the increase and Democrats voting 
148 to 29 for it. 

An amendment by Senator McClellan (Democract, Arkansas) to in- 
crease the exemption to $600 was defeated 47 to 43, with Republicans 
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voting 88 to 10 against the increase. and Democrats voting 33 to 9 
for it. 

H. R. 3950 also was vetoed by President Truman. 

In 1948 a third tax-reduction bill (H. R. 4790) was introduced by th 
Republican majority and this one was described by Chairman Knutso. 
of the Ways and Means Committee as “veto-proof.” It contained pro- 
vision for increasing the personal exemption from $500 to $600. 

An amendment by Representative Rayburn, Democrat, of Texas, 
to increase the exemption to $700 was defeated 258 to 159, with Repub- 
licans voting 236 to 0 against the increase and Democrats voting 159 to 
22 for it. 

H. R. 4790 was vetoed by President Truman as a rich-man’s tax bill 
but was passed over his veto. 

I would like to dispose of several arguments raised against the 
increased exemption which we propose. One of the arguments against 
increasing the personal exemption from $600 to $800, and then to 
$1,000, is the fact that this would take 7 million taxpayers off the tax 
rolls. We have got to realize that under the present exemption struc- 
ture, that in 1950, 15 million people didn’t pay taxes, but nobody said 
that was wrong. They didn’t pay taxes because their incomes were 
so low that we recognized the fact that they needed the money to buy 
the things that are necessary in life, and therefore, they shouldn’t be 
taxed. 

If we raised the exemptions to the $1,000, which is the top figure 
proposed for next year, a family of 4 would still have an income less 
than what the Bureau of Labor Statistics claims is the minimum 
requirements for a family of 4. So this thing isn’t getting way out 
of line. Even with a $1,000 exemption, based upon the present pur- 
chasing power value of a dollar, a worker with 4 in his family would 
still not get an income adequate to meet what the BLS considers a 
minimum worker family budget for 4. 

Another argument used is that wiping these 7 million people from 
the tax rolls would throw the whole tax burden on the remaining few. 
The University of Michigan made a study in 1948 that indicates very 
clearly the distribution of the tax burden in America. 

Their study showed that 35 percent of the total Federal, State, and 
local taxes paid in America are sales and property taxes, and that 
families under $3,500 in 1948—which is about equal to families under 
$5,000 in 1954—paid 40 percent of the total sales and property taxes, 
or around $8 billion. So these people would still carry a very substan- 
tial portion of the total tax burden in America even if they paid no 
Federal income tax. 

When you exclude low-income families from payment of Federal 
income tax, it does not mean that they are excluded from sharing any 
of the tax burden at all—they share far too much of it. What you 
are recognizing is the fact that people with low incomes cannot pay 
taxes except by cutting deeply into their purchasing power in terms 
of basic necessities, and that reflects itself unfavorably in terms of 
the total economic picture. 

Then, there is the argument, Mr. Chairman, about double taxation. 
as though only dividends were subjected to double taxation. Nothing 
could be further from the economic truth. A loaf of bread is taxed 
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151 times. That is not double taxation. That is multiple taxation. 
An automobile is taxed 206 times. A woman’s hat, according to the 
President’s campaign speech made in Des Moines, Iowa, in September 
1952, is taxed 150 times. 

This proposal to begin to cut down taxation on dividend income is 
the first step toward eliminating taxes on corporate dividend income 
completely. I quote you the words of Mr. Dan Reed, the chairman of 
the House committee, when he said, on January 14, 1954, the following 
words: 

The committee approved two new tax provisions which take the first steps 
toward the elimination of double taxation of corporate dividends. 

I would like to submit for the record, Mr. Chairman, a breakdown 
of the discriminatory treatment that wage earners would get as com- 
pared to stockholders if this dividend tax reduction is enacted. It 
will show you, for example, that favored families will get a greater 
tax saving out of this reduction in taxes on dividend income than a 
worker may receive as his total income. I say that is bad economics, 
and it is morally wrong. 

(Comparison of treatment referred to follows :) 


Tar on earned and wnearned (dividend) income at various income levels if 
Republican plan goes through 














Tax on Tar on Increase in 
Income before deductions and personal exemptions earned in- dividend Difference | take-home 
come ends | pay 
Perceni 
$240 $110 $130 3.5 
1, 372 700 672 7.8 
15, 976 11, 670 4, 306 12.7 
x 44, 724 35, 905 8,819 16.0 
GENEL thaitaheecocuttbdshatetesccettnebpectanbitbeesin 356, 956 $12, 115 44, 841 31.3 





A worker earning $4,000 in wages would continue to pay a tax of $240; a stock- 
holder receiving $4,000 in dividends would pay a tax of $110; a stockholder receiv- 
ing $5,533 in dividends would pay only as much tax as a worker pays on $4,000 
of wages $240; while a stockholder receiving $50,000 in dividends would get a tax 
reduction of $4,306, which is more than the worker’s total wages. 

Mr. Revruer. Then the question is raised, when you give relief to 
dividend income, you are really helping everybody. It is the point 
Senator Long made, that everybody owns America. I wish more 
people owned a bigger share of America. It would be a better, 
hes ithier country, and freedom would be stronger in the world. 

What are the facts? The facts are that 92 percent of the families 
of America had no corporate stock whatsoever, and that six-tenths 
of 1 percent do own 80 percent, and Secretary Humphrey is wrong. 
Mr. Fairless came up with a little sleight-of-hand operation the other 
day. I think that the people who fed this information to the Presi- 
dent—and I consider the President to be a man of good will—did 
him a great disservice by giving him bad information. 

I have got a statement here which analyzes exactly what kind of 
magic was used to come up with these figures. I will put that in the 
record, 
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(The information referred to follows :) 


UnrtTep States Steet Corp.’s Report on StTocKHOLpDERS’ INCOMES NOT 
SUPPORTED BY ITS SURVEY 


At his press conference March 18, President Hisenhower cited figures reported 
by United States Steel Corp. as refuting the charge that the bargain-rate tax 
on dividends contained in the tax-revision bill will give tax concessions chiefly 
to wealthy families. 

The figures cited by the President were published in the Steel Corp.’s annual 
report for 1953. Examination of that report reveals that the survey conducted 
by the corporation made a biased sampling of the corporation’s stockholders, 
provided no basis whatever for some of the published conclusions, and provided 
a most unreliable basis for others. 

1. Fifty percent of the questionnaires mailed in the survey were not returned. 

2. The survey covered only the holdings of individuals. Approximately 30 
percent of all United States Steel shares are held by institutions (9.2 million 
aut of 29.7 million). The largest shareholders among the institutions are brokers 
and nominees (6.3 million) and trustees, guardians, and estates (1.4 millien). 
Such institutions hold shares chiefly for wealthy individuals, but they were 
excluded from the survey. 

3. The questionnaire used in this survey contained three questions which have 
relevance to income: (a) Did you pay income tax? (b) What is the maximum 
Federal income-tax percentage which applied to your 1952 income? (ec) If your 
income is below $5,000 omit question (b)—Jjust check that fact. 

From this it appears that the survey supplied no information whatsoever 
about the distribution of holdings by income brackets below $5,000. Neverthe- 
less, the survey is claimed to show that the largest number of stockholders was 
in the $2,000 to $3,000 bracket, and that a stated percentage of stockholders had 
incomes below the $4,500 average steel worker’s wage, all without a shred of 
evidence. The average income of stockholders below $5,000 income is said to 
be $2,800, which happens to be the 1952 median income of all United States 
spending units below $5,000 income as reported in the Federal Reserve Board’s 
finance survey. 

4. Incomes of shareholders above $5,000 were estimated from their answers 
to the question, “What is the maximum Federal personal income tax percent- 
age which applied to your 1952 income?’ This assumes that the stockholders 
(1) were truthfully computing their income tax, (2) understood what tax rate 
the question referred to, (8) had no nontaxable income, (4) had no income 
from capital gains, and (5) had typical exemptions and deductions as deter- 
mined from Statistics of Income for 1950. Most if not all of these assumptions 
would result in underestimating the reporting stockholders’ incomes, 

5. The estimate of incomes of those above $5,000 has all the downward biases 
that are characteristic of income estimates derived from income-tax reports. 
The percentage of shareholders with incomes above $25,000 and their propor- 
tion of holdings is certainly underestimated. 

6. Even if the survey had been conducted honestly, it would shed little light 
on the income distribution of shareholders in general. Conservative shares, 
such as GM, or United States Steel, are more widely distributed among lower- 
income brackets than all stock holdings. 


[Excerpt from New York Times, March 18, 1954] 
TRANSCRIPT OF PRESIDENTIAL PRESS CONFERENCE 


Question : I wonder if you would like to answer them on this point: They said 
the dividend features of this tax bill would give only 6 families out of every 
1,000 great benefits, and 80 percent of the people would not be benefited by the 
bill, and that those with incomes of less than $5,000 would really suffer. 

Answer: United States Steel is probably taken as the example of big business 
as owned by rich families. 

There are 300,000 men working for United States Steel; there are 300,000 
stockholders in United States Steel. 

Fifty-six percent of those stockholders are men who draw less than $5,000 
a year in their total incomes. Of that number, he thought there was a total of 
46 percent below the $4,500 mark, which was the average wage of the steel 
earners. 
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There are more stockholders in United States Steel that are in the bracket 
$2,000 to $3,000 income than there are in any other thousand-dollar bracket in 
the whole list of stockholders. 

Now, to say that the bill that we have designed and worked on all these 
months is designed to help rich people, is an error. 


Tax on earned and unearned (dividend) income at vartous income levels if 
Reperwens plan yoes through 











Income before deductions and persona)| Tax on earned Tax on pies ease in take- 
exemptions income dividends Difference home pay 
Percent 
$4,000 , $240 $110 $130 aa 3.5 
$10,000. 1, 372 700 672 7.8 
$50,000 15, 976 11, 670 4, 306 12.7 
$100,000 44, 724 35, 905 8, 819 16.0 
$500,000. __. aoa 356, 956 312, 115 44, 841 31.3 





The administration proposes to tax dividends at a lower rate than wages and 
it opposes the C1O proposal to give a tax cut to all families 


A worker earning $4,000 in wages would continue to pay a tax of__.._-_~ $240 
A stockholder receiving $4,000 in dividends would pay a tax of___------- 110 


A stockholder receiving $5,533 in dividends would pay only as much tax as 
a worker pays on $4,000 of wages eee areiebaaes 


While a stockholder receiving $50,600 in dividends would get a tax reduction 
of $4,306, which is more than the worker’s total wages. 


Mr. Reuruer. There is just one other point I would like to make, 
Mr. Chairman. There are really two basic facts in this tax question. 
As I said to begin with, the price of freedom is high. We ought to be 
prepared, from the lowest paid worker to the highest paid corporate 
executive, from the dirt farmer to the fellow who has a hundred 
thousand acres, to pay for the price of freedom, no matter how high 
it is. 

What good are economic resources if we lose our freedom? The 
question arises: How do we, as a free society, go about working out a 
rational, equitable, sensible tax law that places the burden of defend- 
ing our common freedom upon the people in such a way that it makes 
for equity and fairness, and, on the other hand, takes care of the 
basic economic needs of our total economy and our whole country? 
That is really the issue. 

There are two points of view. The Secretary of the Treasury says 
if we get to the point where we can cut taxes more, we ought to have 
an overall cut in the tax rates. We say that is not the way to do it. 
What you will do there is give large tax cuts to the people who don’t 
need them, and a few crumbs to the people who do need tax cuts. 
That is why we think the exemption approach is the real answer, 
because it puts the emphasis where it needs to be put. It gives the 
greater relief, proportionately, to the een who need it and the 
least. to the people who do not need it. Here are a few examples: 


Lower Tax Rates Versus Higuer ExemMprions 


An across-the-board cut of 15 percent in income-tax rates would have approxi- 
mately the same effect on total revenue as an increase of the exemption to $890. 

But greater benefits of the 15-percent cut would go to taxpayers above $8,000. 
Some 3 million taxpayers would fare better; but 35 million taxpayers would 
fare worse than under the increased exemption. 


eet 


yam 


2 Ane ary = Nee 


POS tao 


¢ 


| 
| 
i 





esta 


ical ts Aa 2 ee See Saal 


hie Tate oe 





INTERNAL REVENUE CODE OF 1954 843 


Reduced tax lax reduction 
, , rd ‘tion br . 
= ol — A a Present tax | 
es Pees Ce With $800 | With 15 per With $800 | With 15 per 
exemption cent rate cut exemption cent rate cul 

$3,000 $120 bt) $102 $120 $18 
$5,000 520) 460 43 160 "7 
$50,000 18, S84 18,412 16, ORY 472 2, 795 
$100,000 51,012 1, 336 44, 220 ( 7, 683 
$500,000 402, 456 101, 728 342, ORS 728 60, 368 


Norte.— Figures are for 4-person families 


A worker with 4 in family with a $3,000 income gets a $120 tax 
cut under the $800 exemption. Under the 15 percent rate reduction 
he gets an $18 tax cut. A $5,000 family gets a $160 tax cut under the 
increased exemption and $77 under the rate reduction. A $500,000-a 
year family of 4 gets a $728 cut under the increased exemption and 
460,368 under the 15 percent rate reduction. I ask you in good con 
science, does anyone believe that the people who are in the $500,000 
bracket need $60,000 tax cuts, and the people in the $3,000 bracket 
need only $18? This is bad economics, and it is morally wrong. 

I believe that this whole tax question is inseparably tied together 
with the.question of where we are going in America. This is more 
than a matter of justice. This is a matter of econumic necessity. I, 
personally, believe that while no single thing that you can do is a 
cure-all, raising the personal exemptions at this time and putting the 
emphasis of tax relief on the low- and middle-income groups, where 
it is needed, will expand purchasing power and will do more than 
any one thing to get this economy of ours back on the main track so 
that we can achieve full employment and full production in peace 
time. 

I say that the promise of peace and abundance has never been 
greater, that science and technology are giving us the tools of produc 
tion with which we can build a brave new world, and between now 
and 1960 we can raise the snoduative power of America to more than 
$500 billion a year of gross national product. We can raise the living 
standards—not the money wages, but real living wages, purchasing 
power wages—of every American family by between $2,500 and $2,700 
a year—that much increase for everyone between now and 1960 if 
we have got the courage and the good sense to mobilize this productive 
power of ours. 

This tax legislation right now can do more than any other single 
thing to stimulate economic activity, to broaden purchasing power, and 
begin to create the demand upon which full employment must rest. I 
urge this committee to give careful consideration to changing this 
law to include the $800 personal exemption, to shift the emphasis from 
corporations and wealthy families to the low- and middle-income 
groups, as a matter of justice and as a matter of economic necessity. 

Thank you, Mr, Chairman. 

The Cuarrman. Thank you very much, Mr. Reuther. 

We are always glad to have you here. 

Mr. Revruer. I appreciate your patience and I am very pleased 
to have the opportunity. 

The Cuatrman. Roland K. Risa. Is Mr. Risa here? I presume 
Mr. Risa is not present. 
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Samuel I. Kahn. Stay where you are, Mr. Kahn, if you are more 
comfortable there. 

Mr. Kaun. I would rather step up, thank you. 

The Cuatrman. Will you identify yourself to the reporter, please ? 


STATEMENT OF SAMUEL I. KAHN, CHAIRMAN, JOINT LEGISLATIVE 
COMMITTEE FOR HANDICAPPED 


Mr. Kaun. My name is Samuel I. Kahn. I am the chairman of the 
Joint Legislative Committee for the Physically Handicapped. 

Mr. Chairman and members of the Senate Finance Committee, the 
Joint Legislative Committee for the Physically Handicapped is com- 
posed of several affiliated organizations, namely, the Charles Rose 
League, Inc., of Irvington, N. J.; the Eastern Paralyzed Veterans 
Association; and the Paralyzed Veterans of America, whose present 
infirmities are nonservice connected, and the Physically Handicapped 
League at Clifton, N. J. 

Gentlemen, we firmly believe that transportation expenses should 
be allowed to a person who is permanently paralyzed in his or her 
lower extremities, thereby necessitating the use of canes, crutches, or 
wheelchairs, and who must also use hand-operated automobiles or who 
must hire taxis or private vehicles for transportation to and from their 
places of business. 

Our committee was organized for the purpose of obtaining for the 
disabled wage earner additional income-tax deductions to enable him to 
provide himself with the equipment and services needed to continue 
1unctioning as a productive citizen. We are vitally interested in hav- 
ing the present tax regulations revised in order to permit physically 
handicapped persons to deduct transportation expenses to and from 
their places of business. Disabled by such conditions as cerebral palsy 
and polio, and going around on canes or crutches or braces or wheel- 
chairs, they are trying to spread a message across the United States, a 
message that has meaning to many Americans. The United States 
Government has failed to remove one barrier between the disabled and 
employment. The income-tax laws make no distinction between Mr. 
John Doe with good sturdy legs and the wage earner who is disabled. 
The cost of living for the physically handicapped is frequently higher 
than that of the average man. In many cases, the disabled cannot use 
job transportation. A bus or subway may not be managed, physically. 

Often, getting to and from work is costly. Yet, at the end of the 
week, the deductions for income tax on the pay check are the same as 
for those who do not have these extraordinary expenses. 

As a result, many disabled individuals find it hard to meet expenses 
and continue wore: Under existing tax laws, this is not per- 
missible. We feel that Congress should lift the unfair burden of taxes 
from the shoulders of the paralyzed wage earner. Congress, and only 
Congress, can help by modifying the tax laws in their application to 
the physically handicapped. In order to work, we must find substi- 
tutes for legs. Legs, those appendages to the body which normal 

people, including Congressmen, take so much for granted. We must 
buy hand-lever-operated automobiles. With them we are able to get 
around quite well. Weare able to perform as good a job in many fields 
as the physically normal individual. We are an asset to the Nation. 
Without the use of hand-lever-controlled automobiles, many para- 
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lyzed persons would be unable to go to and from their places of busi- 
ness. This, therefore, becomes as important to us as an automobile 
is to a salesman, except that the latter does not require special equip- 
ment in order to normally operate his car. 

If we are deprived of the right to earn a living, we must, necessarily, 
be dependent either upon relatives or upon public welfare, thereby be- 
coming a parasitic drag upon the Nation’s economy. This is the last 
thing in the world we desire. We want to work. We want to add to 
and not detract from the communities in which we live. 

You are undoubtedly familiar with President Eisenhower’s plans 
for revisions of the present tax laws. You are probably also familiar 
with the slogan and publicity which has been in effect for a consider- 
able period of time advocating employment of the physically handi- 
capped. You may recall that the United States Government has even 
orinted the slogan, “Hire the Physically Handicapped; It Is Good 
Basiness,” on their postage stamps. 

The Cuarrman. Are you talking both for veterans and people 
who—— 

Mr. Kaun. No, 1am not. I am only here on behalf of persons who 
are permanently paralyzeci in their lower extremities and we are not 
affiliated with those whose sc-called disabilities are service connected. 
There is one organization, the Eastern Paralyzed Veterans Associa- 
tion, whose present infirmities are not service connected. 

The CHarrman. And you confine yourself to those who are not 
service connected ? 

Mr. Kaun. That is correct. It is also common knowledge that 
State agencies throughout the Union have spent thousands of dollars 
to educate, train, and give vocational guidance to the physically 
handicapped, and then tried to find suitable employment for them. 

Now, the gainfully employed disabled persons have finally attained 
their goal of earning their own living and being self-supporting. 
Many disabled persons are compelled to use taxis or privately owned 
automobiles in order to go to and from work because they are physi- 
cally unable to use public conveyances. Under present tax laws, these 
physically handicapped people are not permitted to claim any deduc- 
tions for car expenses. These physically handicapped people, in most 
cases, are compelled, because of their disability, to purchase automo- 
biles even though they are unable to afford them, because they would 
be unable to go to business without them. It seems only fair that they 
should receive consideration by Congress so that they could claim car 
expenses as legal deductions. The average person who is not physi- 
cally disabled uses his automobile as a convenience to get to a place 
of employment, whereas the physically handicapped has no choice in 
this respect. 

The CuarrMAn. Do you suggest any degree of disability? 

Mr. Kaun. Mr. Chairman, if you will be patient until I have con- 
cluded this little text, I have prepared a little bill which I think is 
concise and will answer your question. 

The Cuarrman, I will be patient. 

Mr. Kann. He must either purchase his auto—referring now, to 
the physically handicapped—in order to get to and from work, or 
else he cannot be gainfully employed. If Congress doesn’t enact 
legislation along these lines, many physically disabled persons who 
would otherwise be employed would ultimately become public charges 
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and a tax burden upon the communities in which they reside. Why 
should salesmen be permitted to deduct their automobile expenses and 
not the physically handicapped persons? 

Once enabled to take their places as useful, independent. citizens, 
there is no question that the handicapped will contribute immeasura- 
bly to the resources of this Nation. ve la has been wanting to 
do something about this problem for years. Our objective is not 
humanitarian, and closely ties in with the Federal program of reha- 
bilitation of the physically handicapped. The benefits thereby de- 
rived are as follows: 

A. Revenues gained by employment of the severely disabled indi- 
viduals who otherwise would remain unemployed. 

B. Incorporation of unemployable disabled individuals into the 
re manpower pool. 

. Elimination of employable disabled individuals from local relief 
bers 

For the community and society as a whole, nothing is so costly 
as an idle person who might otherwise be eligible for gainful employ- 
ment. The point is that if the cost to the Nation to support these 
individuals is staggering, the savings to the Nation in employing 
the disabled would be equally staggering. 

All obstacles in the way of employing these useful human beings 
should be removed. An important obstacle blocking such employ- 
ment is their extraordinary cost of living. If deductions of these 
costs from their income taxes makes it economically feasible for them 
to accept employment, the proposed bill would add resources to this 
Nation at a time during which we have no right to spurn the slightest 
augmentation to our defense manpower pool. Without help to pay 
for his extraordinary expenses, he is forced to remain housebound, 
dependent upon relatives, charity, or welfare, and fails to contribute 
to the society in which he lives. It is our contention that a certain 
proportion of these specially assisted individuals would be able 
to accept employment with their tax burdens reduced and thus not 
only save the Government money by reducing the Federal bill for aid 
to the permanent and totally disabled, but also add to the Federal 
income by the amount of taxes they would pay as the result of employ- 
ment. It is our intention to relieve the tax burden of the severely 
handicapped whose ability to enjoy life, liberty, and the pursuit of 
happiness is impaired by placing them in the same tax category as the 
physically normal individual. It should be noted that. permission 
to deduct transportation expenses will not encourage such expenses, 
since the savings in taxes are only a fraction of any expenditure 
made, 

The number of persons who will actually benefit thereby will be 
so small that it will be infinitesimal. Transportation expenses should 
be treated as a business deduction, instead of a medical deduction. 
This class of persons will definitely add to the economy of the Nation, 
and by their ability to keep steady employment, will definitely increase 
the revenue of our Government. 

We are not asking for charity, only for your consideration of a 
very serious and humanitarian problem. The fundamental principle 
is that any person is entitled, under the law, to a deduction on his 
income for every expense, ordinary or necessary in the production of 
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his income. Certainly, a commutation expense is essential to the job- 
holder who cannot find a home near his job and who, therefore, must 
travel long distances to warrant his taxable pay. Medical science has 
made it possible for the paralyzed to contribute to, rather than live 
off, our economy. Today, a great number of paralyzed people are 
wage earners. Any failure to regard their problems in a special cate- 
gory would not only be unjust but would brand our Government's 
thinking as obsolete. 

We believe that the measures included in the enclosed bill are the best 
practical solution to the problem at the present time. We trust that 
you will give them your support and help to expedite their enactment 
into law. 

Now, with your permission, Mr. Chairman, this is very brief, and 
T should like to read this proposed bill. 

The Cuarrman. All right. 

Mr. Kann (reading) : 

A BILL To grant deductions of transportation expenses to taxpayers who are severely 
disabled 

Be it enacted by the Senate and the House of Representatives of the United 
States of America in Congress assembled, That section 62 (2) (d) is hereby 
amended to read as follows: 

“Transportation expenditures of disabled individuals. For the purpose of 
this section, the term ‘disabled’ shall be defined as ‘a person or individual who 
is permanently paralyzed in his or her lower extremities, thereby necessitating 
the need of a wheelchair, crutches, or canes for locomotion.’ 

“The determination of whether an individual is disabled under the provisions 
of this section shall be made at the close of the taxable year. A taxpayer claim- 
ing deductions as a disabled individual shall submit such proof of his allowances 
as the Commissioner, under regulations approved by the Secretary, may pre- 
seribe. These regulations shall include the following provisions: 

“1. That proof of disability snall be certified by a physician authorized by any 
county medical society. 

“2. That the certifying physician shall specify the nature, cause, and physi- 
cally limiting effects of the disability, and shall, in addition, make an appraisal of 
the disabled individual’s ability to use a streetcar, bus, subway, train, or other 
similar public means of transportation. 

“3. That proof of disability shall be submitted simultaneously with regular 
income-tax return submitted by the disabled individual invoking the provisions 
of this section and shall not be submitted again in subsequent years unless 
specifically required by the Commissioner. 

“*In the case of a disabled individual whose taxable income is reported as 
salary or wages, transportation expenses shall be reported as net operating loss 
under the provisions of section 122.’ ” 

Thank you very much. 

The CHarrman. Thank you very much. Mrs. Springer, will you 
ask Mr. Stam to make a study of this? 

Is Mr. McGee here ? 


STATEMENT OF MORRIS G. McGEE, EXECUTIVE SECRETARY, 
EASTERN PARALYZED VETERANS ASSOCIATION 


Mr. McGer. Yes, sir. I am Morris G. McGee. I am executive 
secretary of the Eastern Paralyzed Veterans Association. I am rep- 
resenting the paralyzed veterans of America. It is a group of vet- 
erans who have taken an interest in this bill of which Mr. Kahn 
just spoke to grant deductions for extraordinary living and trans- 
portation expenses. As a group of veterans, we are covered in the 
main by congressional laws that have protected us and given us 
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special housing, given us automobiles. I am one of the fortunate 
men who received those benefits. 


I was fortunate in that I was a Marine Reserve, called up to active 
duty for the Korean war. I was fortunate in getting disabled in 
service, so I received those benefits. I can well imagine how the 
people who are not connected with the service have to live. Their 
expense is the same as mine. Consequently, as a group, the paralyzed 
veterans of America is backing this aeuietion to the fullest extent. 
We want not just sympathy, because we know that these people are 
capable of doing a decent job, earning a decent living, rather than 
being charges of the local, State, or Federal government. 


Mr. Chairman, you can add the paralyzed veterans as being in favor 
of that bill. 


(Mr. McGee’s prepared statement follows :) 


STATEMENT OF Morris G. MoGer, Executive SECRETARY, EASTERN PARALYZED 
VETERANS ASSOCIATION, MEMBER OF THE JOINT LEGISLATIVE COMMITTEE FOR THE 
PHYSICALLY HANDICAPPED 


Mr. Chairman and gentlemen of the committee, I am Morris G. McGee, execu- 
tive secretary of the Eastern Paralyzed Veterans Association, representing the 
paralyzed veterans of America. We are in favor of legislation to grant deduc- 
tions of extraordinary living and transportation expenses to taxpayers who are 
severely disabled. 

Our objective is not humanitarian but economic, and closely ties in with the 
Federal program of rehabilitation of the physically handicapped. We believe 
that the revenues cut from the Federal income by the proposed bill will be 
equalized by: 

(a) Revenues gained by the employment of severely disabled individuals, who 
otherwise would remain unemployed ; 

(b) Incorporation of unemployed disabled individuals into the Nation’s man- 
power pool; and 

(c) Elimination of employable disabled individuals from local relief rosters. 

To support this argument, the following quotation from the Operations Manual, 
New York State Division of Vocational Rehabilitation, is presented : 

“For every dollar spent on him, the rehabilitant may be expected to pay $10 
in Federal income taxes during the remainder of his anticipated period of 
employment (based on 1948 fiscal year). The rehabilitation program was car- 
ried on at a total cost of $24,568,814, of which the Federal Government paid 
$17,706,848. But the rehabilitants during the same year paid an estimated $5 
million in income taxes for their first year of employment. To this must be 
added the numerous other and hidden taxes paid annually in addition to State 
income taxes and other States taxes.” 

A great portion of the rehabilitants referred to in this quotation, of course, 
would not be eligible for deductions uader the provisions of the proposed bill 
because their disability is not severe’ enough to come within the limitations 
of the definition contained in the bill. However, the quotation gives an idea 
of the revenues to be expected from the employment of individuals presently 
not employed. 

The point is that if the cost to the Nation to support these individuals is 
staggering, the savings to the Nation by employing the disabled would be equally 
staggering. All obstacles in the way of employing these useful human beings 
should be removed. An important obstacle blocking such employment is their 
extraordinary costs of living. If deductions of these costs from their income 
tax makes it economically feasible for them to accept employment, the proposed 
bill would add resources to this Nation at a time during which we have no right 
to spurn the slightest augmentation to our defense manpower pool. It should 
be further pointed out that no publicity exhorting industry to employ the handi- 
capped can be effective so long as the expenses of the disabled individual are 
greater than his income after taxes. Without help to pay for his extraordinary 
expenses—the clothes torn by artificial aids to locomotion, the services he must 
hire, the special quarters in which he must live, the cost of acquiring such means 
of transportation as he needs to substitute for legs—he is forced to remain 


housebound, dependent upon relatives, charity, or welfare, and fails to eontribute 
to the society in which he lives. 













INTERNAL REVENUE CODE OF 1954 849 


The Federal Government in conjunction with the States now gives aid to perma- 
nently and totally disabled people. According to figures of the Government, in 
April 1953, 35 States plus Hawaii, the Virgin Islands, Puerto Rico, and the Dis- 
trict of Columbia were dispensing such aid, and a total of 170,152 individuals 
were receiving assistance. In order to be eligible for such relief these individuals, 
according to the law had to “show clearly through medical and other evidence 
that the individual’s impairment does in fact render him incapable of performing 
any substantially gainful activity.” It is our contention that a certain propor- 
tion of these publicly assisted individuals would be able to accept employment 
were their tax burden reduced and thus not only save the Government money by 
reducing the Federal bill for aid to the permanently and totally disabled but 
also add to the Federal income by the amount of taxes they would pay as the 
result of employment. 

The definition of a disabled individual as contained in the proposed bill was 
developed in consultation with Dr. Samuel Sverdlik, chief of the department of 
rehabilitation, St. Vincent’s Hospital, New York City. “Lesions of the central 
nervous and musculo-skeletal systems” is the best way to include all diseases and 
injuries which affect the individual’s ability to walk. The definition encompasses 
amputees and cerebral palsy people as well as victims of diseases like polio and 
multiple sclerosis and spinal injury cases. Not all such individuals are capable 
of earning income. And, not all individuals in the category defined will be eligi- 
ble for deductions, since, according to the provisions of the definition, they must 
not only be disabled in the manner described above but must be disabled to a 
degree severe enough to prevent use of public means of transportation. 

This severe definition will eliminate from eligibility a great many handicapped 
individuals who are able, even though with difficulty, to get around. Such indi- 
viduals will not be relieved of their extraordinary expenses in living and to that 
extent will suffer a certain inequity, just as other disabled by diseases of the 
internal organs will face an inequity. However, it is not the intention of the 
proposed bill to provide a bonus to all disabled persons, whose extraordinary 
expenses are present but not so overwhelming as to prevent their functioning as 
self-sufficient, empleyable individuals. Instead the intention is to relieve the tax 
burden on the severely disabled, whose ability to enjoy life, liberty, and the pur 
suit of happiness is impaired by placing them in the same tax category as the 
physically normal individual. 

Since the granting of extra exemptions to disabled individuals would provide 
tax relief in excess of the extraordinary expenses incurred by these persons, 
the proposed bill provides for deductions in accordance with their excessive 
costs of living. Even among the severely disabled, in many cases, deductions 
for extraordinary expenses will not amount to as much as one $600 exemption. 
In the case of individuals who operate an automobile, extraordinary expenses 
will amount to much more than one $600 exemption. It should be pointed out 
that the permission to deduct extraordinary expenses will not encourage such 
expenses since the savings in taxes represents only a fraction of any expenditure 
made. 

At the suggestion of a member of the Committee on Ways and Means, at the 
hearing on June 17, 1953, transportation expense was separated from other 
extraordinary expenses and treated as a business deduction instead of a medical 
deduction. Also, in order to avoid any criticism of possible fraudulent report- 
ing of disability, administrative procedures were incorporated into the proposed 
bill, specifying medical certification of the disabled individual in a manner that 
will discourage application for eligibility by persons who fail to come under 
the provisions of the bill. 

I want to impress this committee with the urgency of such legislation; the 
urgency of giving tax relief to keep the severely disabled employed. At 
present, there is no legal deduction for specialized transportation as opposed 
to public means of conveyance. The one basic question will be, of course, how 
to define the disabled. As in example, each of the armed services has its 
individual rating schedule and the Veterans’ Administration, at present, is 
using the 1945 rating schedule of disability. Similar rating schedules could 
be arranged and administered by the taxpayer’s own physician. 

I want to thank you for allowing me the privilege of appearing. 


The Cuarrman. Thank you very much for the testimony. 


Mr. Ayers, will you make yourself comfortable and identify yourself 
to the reporter ? 
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STATEMENT OF ALLAN F. AYERS, JR., ATTORNEY, 
NEW YORK CITY 


Mr. Ayers. I am Allan F. Ayers, Jr. I am a practicing attorney 
in New York City. 

Mr. Chairman, I am appearing here, I think, consistently with the 
purposes of H, R. 8300, which were stated to be to eliminate inequities. 
I should like to devote myself to the very narrow point of a suggested 
revision in section 303 which relates to the redemption of stock to raise 
funds for payment of State taxes and administration expenses. Over 
a period of years, beginning in the early thirties, the settlement of 
estates which have stock in closely held corporations has become more 
and more difficult because of the attitude of the Government, which 
treats the redemption of stock as the payment of a taxable dividend. 
In many cases, the estates can’t be closed because there are unpaid 
debts for which there are no available funds. In the Revenue Act of 
1950, Congress alleviated this situation to some extent by permitting 
the redemption of stock for purposes of the paying of State taxes. 
The proposed bill goes one step further and permits the redemption 
of stock for the payment of administration and funeral expenses. 

No provision is made for estates which have debts, so at the present 
time an estate holding stock in a closely held corporation can redeem 
that stock for the purpose of payment of estate taxes and assuming 
passage of the bill, payment of administration and funeral expenses. 
However, the effective dates of the legislation would be such that no 
estate, the time for the assessment of taxes of which had passed prior 
to the enactment of H. R. 8300, would be protected. 

I should like to respectfully suggest to the committee that section 
303 could be expanded in 1 of 3 ways: (1) to permit the redemp- 
tion of stock in order to pay debts which have been recognized and 
allowed as deductions for estate tax purposes; (2) if that is too broad, 
and there seems to be some feeling on the part of the Treasury that 
that is too broad, because it might open loopholes and possible avoid- 
ance, to permit the redemption of stock to pay debts which have been 
incurred, say, 2 years prior to the death of the decedent; or (3) to 
permit the payment of debts which had been incurred prior to the en- 
actment of the bill, itself. 

In addition to that, I should like to suggest that the act should be 
made effective with respect to the estates of persons the time for the 
assessment of estate taxes of which have passed, but give an 8 months’ 
period after the enactment of this act so that those older estates which 
are now barred from any benefits could at least be brought within the 
proposed benefits of the new law so that they can be settled and the 
administration closed. 

Mr. Chairman, I have submitted to the committee a formal state- 
ment, and in view of the present condition of time, I think there is 
nothing further that I need to say at the moment if the record can in- 
corporate my statement as submitted. 

The Cramman, The statement will be incorporated as submitted. 
(Mr. Ayers’ prepared statement follows :) 
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ALLAN F. Ayers, JR., ON SUGGESTED CHANGES IN 
Section 308 or H. R. 8300 





PREPARED STATEMENT OF 


In H. R. 8800 the Ways and Means Committee proposed under section 303 to 
liberalize the provisions with respect to redemption of stock of closely held corpo 
rations to pay death taxes. One of the liberalizations as compared with the 
existing law was an expansion of the section to permit sale of stock by an estate 
to a closely held corporation in order to provide funds for payment of administra 
tion expenses as well as payment of death taxes. 

Until the Revenue Act of 1950 there had been no provision permitting an estate 
to sell stock to a closely held corporation in order to raise funds for the payment 
of death taxes or for other purposes. Prior to the Revenue Act of 1950 the Bureau 
of Internal Revenue had asserted, in many cases, that redemption of stock held 
by an estate in a closely held corporation resulted in the distribution of taxable 
dividends. Consequently the settlement of many estates was delayed because 
the executors and trustees were unwilling to subject their estates to substantial 
income taxes which, in many cases, when added to the estate-tax liability would 
decimate or even wipe out the assets of the estate. 

The legislation in 1950, as subsequently amended, facilitated the settlement of 
the estates where the period for assessment of estate taxes had not expired prior 
to the enactment of the legislation and permitted the sale of stock under the 
circumstances described in order to provide funds for the payment of death taxes 

The Ways and Means Committee has recognized that under existing law settle 
ment of estates is still delayed where estates owning stock in closely held corpo 
rations are unable to sell such stock to the corporation to raise funds for the 
payment of administration expenses. 

No provision has been made in H. R. 8300 nor is there any provision in exist 
ing law which permits a closely held corporation to redeem stock owned by an 
estate in order to provide funds for the payment of claims which have been 
allowed as deductions for estate-tax purposes. 

While it is not a frequent occurrence, there are numerous estates the settle 
ment of which is impeded because the executors are unable to raise funds for the 
payment of claims against the estate which have been allowed as deductions for 
estate-tax purposes. 

If redemption of stock under the circumstances being considered is limited 
in the case of claims to claims which have been allowed for estate-tax purposes, 
the possibility of abuse is avoided since it can be assumed that the Bureau of 
Internal Revenue will not allow improper claims as deductions in determining 
the amount of the estate taxes due. 

If it is felt that limitation of redemptions in the case of claims to claims al 
lowed for purposes of determining estate taxes provides insufficient protection 
to the revenue two alternatives are available. 

First, a limitation might be required which would permit redemption of stock 
to pay debts only if such debts were incurred at some stated period prior to the 
death of the decedent, for example, 2 years. Second, a limitation might be pro 
vided which would permit redemption of stock to pay debts in the case of dece 
dents dying prior to the date of the enactment of H. R. 8300, or alternatively prior 
to a fixed date as for example, January 1, 1954. This latter alternative would 
permit the settlement of estates which cannot be closed under existing or pro- 
posed new law. Such a provision would not discriminate against estates coming 
into being in the future since the law in this field has been developing over a 
substantial period of time and holders of stock in closely held corporations can 
make arrangements during their lifetime to avoid problems which have been 
created in the past as a result of the development of the law with respect to 
redemption of stock by closely held corporations. 

Neither existing law nor section 303 of H. R. 8800 make any provision for 
relief of estates where the period in which a deficiency in estate tax could be 
assessed expired prior to the enactment of the legislation. Thus numerous 
estates in which the period for assessment had expired prior to the enactment 
of the Revenue Act of 1950 have been barred from the benefits of that act insofar 
as redeeming stock for purposes of paying estate taxes is concerned and similarly 
estates with respect to which the period for assessment of deficiencies has expired 
prior to the enactment of H. R. 8300 will be barred from the benefits of that act 
with respect to the redemption of stock for the payment of administration ex- 
penses and from the liberalized provisions of that act with respect to redemption 
of stock for payment of estate taxes. 
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This inequity can be cured if estates now barred from the benefits of the pro- 
vision are permitted to redeem shares within 6 months after the date of enact- 
ment of the act. 

Attached hereto are proposed amendments to cure the defects under section 303 
of H. R. 8300 discussed above. 


SUGGESTED AMENDMENTS TO H. R. 8300, SECTION 303 


Add a new subsection 303 (a) (3). 

“(3) the amount of claims’ against the estate allowable as deductions to 
the estate under section 2053 (or under section 2106 in the case of the estate 
of a decedent nonresident not « citizen of the United States... 

Amend subparagraph 303 (b) (1) (A) to read as follows (italic indicates 
new material): 

“(A) within the period of limitations for the assessment of estate tax pro- 
vided in section 6501, determined without the application of any other section, 
or within 90 days after the expiration of such period, or within 6 months 
after the date of enactment of this act, whichever is later, or’. 


MEMORANDUM SUBMITTED BY ALLAN F.. AYERS, JR., AND Peter J. REPETTI ON 
SuscHaptTer © or H. R. 8300 


We are practicing attorneys, members of the bar of the State of New York. 
We are members of the firm of Hodges, Reavis, McGrath, Pantaleoni & Downey, 
20 Pine Street, New York, N. Y., and specialize in Federal tax matters. 

As is indicated in House Report No. 1337, the proposed bill, H. R. 8300, seeks 
to accomplish two main purposes: 

1. To make substantive changes in the code itself “to remove inequities and 
to end harassment of the taxpayer and to reduce tax barriers to future expansion 
of production and employment.” 

2. To make a complete revision of the present code “to express the internal 
revenue laws in a more understandable manner.” 

Neither purpose has been accomplished. 

The substantive changes proposed in the new bill are based upon new 
theories of tax law and, in many instances, arbitrary rules are adopted in the 
interest of simplicity. The committee report sets forth numerous instances 
where equitable treatment of taxpayers was sacrificed in favor of simplicity 
of rules. However, the rules adopted are in fact complex, so that the virtue 
of simplicity is not gained, and harassment of the taxpayer by arbitrary and 
inequitable treatment is aggravated and continued. 

The attempt to express the internal revenue laws in a more understandable 
manner is also unsuccessful. Many sections of H. R. 8300 are much more 
complicated and less understandable than the provisions of the present Internal 
Revenue Code which they are designed to replace. In many instances new 
words of art have been coined to replace old words of established meaning. 
The definitions of the new words are not always clearly set forth in the bill, 
and it is therefore inevitable tat taxpayers, instead of having a more definite 
and certain understanding of the tax laws, will be subjected to even more 
confusion. 

One of the principal contributions to the reduction of “tax barriers to future 
expansion of production and employment” would be a clarification and simpli- 
fication of the rules relating to corporate distributions and corporate reorganiza- 
tions. The new bill treats of this subject in subchapter C. 

Instead of simplifying and clarifying the rules respecting corporate distribu- 
tions and reorganizations, subchapter C may have quite the opposite effect and 
may complicate the rules and burden normal corporate transactions which other- 
wise would be carried on. 

The subject matter of corporate distributions and corporate reorganizations is 
so important and so vital to the economy of the Nation that a radical change in 
tax treatment should not be effected without careful consideration and a thorough 
understanding of the effects of the new legislation. Subchapter C is so compli- 
eated and its effects may be so widespread that it seems far more desirable to 
retain the old statutory provisions with respect to corporate distributions and 


1Tf a time limitation is desired, this could be accomplished by making the clause read 
“claims against the estate arising more than two years prior to the death of the decedent” 
or “claims against the estates of decedents dying prior to the date of enactment of this act.” 
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reorganizations pending opportunity of careful and expensive study by business 
and professional people interested in the subject matter. 

In general, it is not feasible to suggest minor changes to subchapter C of H. R. 
8300 because of the constant interrelation of the various sections in the sub- 
chapter. 

It would unduly lengthen this memorandum to undertake a section-by-section 
analysis of subchapter C. A consideration of the effect of three sections upon 
a normal business transaction is sufficient to illustrate the point. 

Certain provisions were incorporated in the bill with a view to preventing 
preferred stock bail-outs. These provisions as drafted not only prevent preferred 
stock bail-outs but also prevent normal and desirable corporate recapitalizations. 
They will also certainly interfere with traditional corporate financing by way 
of preferred stock issues. 

As an example, the Doe Corp., was organized in 1920 and presently has out- 
standing 100,000 shares of common stock and 30,000 shares of preferred stock. 
The common and preferred were issued in 1934 in exchange for debentures in 
a bankruptcy reorganization of the company. The debentures had previously 
been issued by the company in return for assets acquired by it in 1925. Both 
classes of stock are presently held by numerous stockholders. The company 
wishes to redeem its preferred stock in order to improve its financial position. 

The treatment of the redemption to Doe Corp., and its stockholders is clear 
under present law. The effect of a redemption under the present law would 
be as follows: 

1. The company would incur no tax liability by virtue of the redemption. 

2. The stockholders would have capital-gains treatment on the shares of 
preferred stock redeemed by the company. (None of the factors necessary for 
treatment of the redemption as a dividend under 115 (g) are present.) 

The consequences of the redemption to Doe Corp. and its stockholders under 
the proposed bill is uncertain. 

1. The company may, by virtue of the provisions of section 309 of the bill, 
be subject to a penalty tax in the amount of 85 percent of the redemption price 
paid by it to its stockholders, 

2. In addition to the uncertainty of tax treatment to the company, the com- 
pany will not be in a position to advise any of its stockholders as to the tax 
treatment to them of a redemption of its preferred stock. 

Because of the penalty tax imposed by section 309, the company cannot re- 
deem its preferred stock unless it is certain that the section will not apply to 
it. The penalty tax of 85 percent of the redemption price of the preferred stock 
imposed under section 309 is operative unless the company can qualify under 
certain exceptions set forth in the section. 

The amount subject to the penalty tax is not limited to accumulated earn- 
ings. The only subsection under which the company might qualify for an 
exemption is subsection 309 (a) (3) which reads: 

“(3) NONPARTICIPATING STOCK ISSUED FOR SECURITIES OF PROPERTY. If the 
transfer is in redemption of nonparticipating stock issued for securities or prop- 
erty (or which takes the place of nonparticipating stock which was issued for 
securities or property) to the extent of 105 percent of the fair market value 
of such property.” 

In order to establish its exemption under this subsection, the Doe Corp. must 
satisfy itself that the preferred stock was issued for an amount of money or 
property having a fair market value of at least 105 percent of the redemption 
price of the stock. In order to do this, the company must be in a position to 
allocate the value of the common and preferred stock issued in exchange for 
its debentures in 1934. In addition, the company must be in a position to ascer- 
tain the market value of the property received by it in exchange for the issu- 
ance of debentures in 1925. In 1925 when the debentures were issued and in 
19384 when the common and preferred stoek were exchanged in the bank- 
ruptcy proceeding for the debentures, the company had no reason for collecting 
evidence and establishing the facts required to prove its exemption under sub- 
section (3) of section 309 of the present bill. 

The cases under the present code which have arisen by virtue of a dispute on 
the question of the fair market value of property are voluminous. The main 
exemption afforded under section 309 is based upon a continuation of such a 
principle. 

The application of section 309 to a redemption in 1954 of Doe Corp.’s preferred 
stock which was issued in 1934 is based upon an additional arbitrary rule 
established by section 309. The section’s application is limited to any preferred 
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stock which has been outstanding less than 10 years computed after January 1, 
1954. Preferred stock which was issued long before that date is nevertheless 
deemed to have been issued on January 1, 1954, for this purpose. If there is any 
reason for exempting preferred stock which has been outstanding for 10 or more 
years after the enactment of the bill, there is more reason for exempting an 
issue which has been outstanding for a similar period prior to the enactment of 
the bill. 

The tax consequences of the redemption to the company’s stockholders are also 
uncertain. Sections 301 and 302 of the bill contain numerous provisions 
requiring dividend treatment or capital-gain treatment to individual stockholders, 
depending upon whether certain facts are met by each stockholder individually. 
As a result, uniform treatment of all stockholders is unlikely. Some of the 
stockholders whose preferred stock is redeemed may be permitted to treat the 
transaction as a capital transaction and therefore realize either a capital gain 
or loss. Other stockholders, on the other hand, may be required to report the 
entire amount received by them on the redemption as a dividend. 

As a matter of corporate and business practice, the company must be in a 
position to advise its stockholders of the tax treatment to them before the stock- 
holders can be called upon to act upon the question of whether the stock should 
be redeemed by the company. 

In the future, no company will be able to advise its stockholders of the tax 
consequence to them of a redemption by it of preferred stock. 

The wisdom of imposing a penalty tax upon a company by virtue of the redemp- 
tion of its preferred stock is open to question. This would be true even though 
the penalty tax were limited to accumulated earnings held by the company. It is 
especially true where the penalty tax applies, regardless of earnings. Even if 
the wisdom of such an enactment is conceded, it seems abvious that because 
of the severe penalties imposed by the section, the section should be clearly 
drafted. The standards for exemption against its operations should be based 
upon equitable and realistic factors. In addition, the company’s stockholders 
should receive uniform treatment. 

In its effort to prevent preferred stock bail-outs, the proposed bill has incor- 
porated a provision which by its terms is applicable to all corporations without 
in any way attempting to limit its application to situations which have tradi- 
tionally been recognized as preferred stock bail-outs. 

The foregoing illustration sets forth one of the examples of the interference 
with normal business transactions which would result from the enactment of 
subchapter C of H. R. 8300. There are numerous situations in which other 
sections of subchapter C would similarly interfere with usual and normal busi- 
ness transactions. 

As stated earlier, it is unwise to attempt a correction of the defects in sub- 
chapter C by making piecemeal amendments at the present time. It would be 
far more desirable to take more time for a careful and exhaustive analysis of 
the effects of subchapter C and of the amendments necessary to make it workable 
from a business standpoint. 

We respectfully submit to the Finance Committee of the Senate that sub- 
chapter C of H. R. 83800 should be deleted and that the existing provisions of 
the Internal Revenue Code with respect to corporate distributions and reorgani- 
zations should be continued in effect pending a further study of this matter. 


The Cuarrman. Thank you very much for coming. 
Mr. James. 


STATEMENT OF GEORGE F. JAMES, CHAIRMAN, TAX COMMITTEE, 
NATIONAL FOREIGN TRADE COUNCIL, INC. 


Mr. James. Mr. Chairman, I am George F. James, chairman of the 
tax committee, National Foreign Trade Council. 

On behalf of the National Foreign Trade Council, we appreciate 
this opportunity to testify on those provisions of H. R. 8300 that 
relate directly to taxation of business income derived from foreign 
sources. These provisions were evidently intended to implement sound 
proposals in the President’s budget message. Our council appreciates 
this recognition of the special problems and needs of its members. 
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We believe that the basic principles advanced by the President in this 
field and approved by the House of Representatives, if they were 
adequately implemented, would improve our system of taxation and 
offer needed encouragement to foreign trade and investment. 

Unfortunately, the principles expressed and the objectives sought 
have been to a considerable degree frustrated in the technical drafting 
of H. R. 8300. The text of the bill, of course, became available only 
at the time that it was introduced before the House of Representatives, 
where no further hearings were held. This is the first opportunity 
that taxpayers’ representatives have had to advance specific proposals 
for the improvement of the bill. The National Foreign Trade Coun- 
cil has prepared a memorandum suggesting several changes in the pro- 
visions of H. R. 8300 designed, so we believe, better to effectuate the 
objectives of the law. These proposals include: 

(1) Relaxation of certain of the conditions limiting the 14-percent 
credit provided in section 923; (2) extension of this 14-percent credit 
to foreign branches whether or not they elect to be taxed in a manner 
similar to foreign subsidiaries, and certain technical improvements in 
the provisions applicable to branches which do so elect; (3) the exten- 
sion of this credit to cover specifically companies engaged in construc- 
tion as well as engineering abroad ; (4) the preservation of the present 
section 131 (h), ‘the so-called in-lieu-of tax credit, at least until we 
have time to see how this new concept of a principal tax is going to 
work out, and some improvements in the form of this prinerpal tax 
proposal; (5) permitting the taxpayer an election between the per- 
country and the overall limitations on the foreign tax credit, rather 
than merely repealing the overall limitation, which is the present 
provision in the bill, and finally, a clarifying amendment removing 
the restriction on purchases outside the Western Hemisphere by 
Western Hemisphere trade corporations. There is a provision to that 
effect in the bill. We think that slightly more inclusive language 
is needed and we hope that the record will make it clear that this 
is regarded as a clarifying amendment, rather than as a change in 
the present statute. 

In the short time available for an oral presentation, I would like 
to discuss just one aspect of the first point, the limitations on the 14- 
percent credit extended to certain foreign-source business income. 

There has been for some time, strong sentiment for extending to 
business income on a global basis the tax advantage which is presently 
enjoyed by Western Hemisphere trade corporations. In a general 
sense, this is the effect of section 37 and section 923 of the bill. How- 
ever, section 923 (a) has very restrictive language in that the benefit 
is restricted to earnings or profits derived to the extent of at least 
90 percent from the active conduct of a trade or business through a 
factory, mine, oil or gas well, public utility facility, retail establish- 
ment or other like place of business situated within a foreign country 

Further, in subsection (b), there is specifically excluded from the 
definition of a trade or Ratseone the operation of an establishment 
engaged principally in the purchase or sale, other than at retail, of 
goods or merchandise. It is principally to those points that I wish to 
address myself. 

If there were any policy for the exclusion of wholesale business from 
the benefits of the act—and I believe there is not, and I will. return 
to that point—we don’t believe that the exclusion would work. A 
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very large volume of American foreign investment is in businesses 
which are integrated in various ways. For example, you may have 
the same corporation in a single country carrying on a completely 
integrated operation from production or manufacture through whole- 
sale distribution. The Treasury experts say that such a business 
would come within the meaning of the law and I think probably they 
are right, although we would like it to be a little clearer than it is. 

You can get a second situation where the same integrated group of 
enterprises Sos in one country a distributing or merchandising corpo- 
ration, operating in part or wholly at a wholesale level, and either 
through a different corporation in the same country, or through 
a different corporation in a neighboring country, but all the same 
essential ownership, they will have the production or manufacture 
which supplies the wholesale enterprise. In a situation of that sort, 
the wholesale enterprise apparently does not get the benefit of the 14- 
point advantage. 

To illustrate this point, I would like to take instances from my own 
industry, just so I will know what I am talking about. There are 
several oil-distributing companies in the Philippines. The corpora- 
tion tax rate in the Philippines is 28 percent. ‘There are other taxes, 
principally an exchange tax, which bring the burden up to something 
approaching the burden in the United States. But the only creditable 
tax, the corporate income tax, is 28 percent. At the present time, 
there is no refinery in the Philippines. The Philippines business cur- 
rently is being supplied largely by American companies from 
refineries owned and operated by those same or affiliated interests in 
other foreign countries. Very little oil of United States source goes 
into the Philippines. The Philippine distributing companies don’t 
get any benefit, although they are part of an integrated operation. 

To bring it still closer to home, my own company has a wholly owned 
subsidiary in South Africa, where the tax rate is around 35 percent. 
It is a marketing company with a very substantial investment in plant 
and distributing facilties. We also have a refining subsidiary in 
South Africa, the capacity of which will take care of about half of our 
needs. The gentlemen from the Treasury are unable to advise me 
what the position would be if the refining subsidiary and the market- 
ing subsidiary were merged so that we had a single, partially inte- 
grated operation there. J don’t believe you can get effective incentive 
to foreign investment out of a law so ambiguous. That is only one 
side of the picture, though. 

The elimination from benefit of wholesale business, as such, cuts out 
a tremendous segment of American foreign investment. According 
to Department of Commerce statistics, there is $700 million in United 
States private investment simply in wholesale merchandising abroad, 
and that is a great understatement of the actual amount, because a 
large part of the wholesale distribution is carried in those statistics 
under other categories; petroleum, for example. 

Why is this tremendous investment excluded from benefit ? 

Well, one suggestion was that operations of that kind don’t neces- 
sarily involve foreign investment. The answer to that is quite simple. 
In fact, they do involve large foreign investment. At least the $700 
million figure I have mentioned, quoted from Department of Com- 
merce statistics, and a great deal more. It certainly isn’t because there 
is something bad about foreign trade. In his recent message to Con- 
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gress, the President coupled foreign trade and investment as ob- 
jectiv es of American economic policy, saying: 

Great mutual advantage to buyer and seller, to producer and consumers, to in- 
vestors and to the community where the investment is made, accrue from high 
levels of trade and investment. 

The President apparently saw no reason for distinguishing unfavor- 
ably against trade and in favor of investment, nor do we see any reason. 

It has been suggested that an income tax rate advantage, extended to 
enterprises which export from the United States into a foreign coun- 
try, would somehow infringe on trade policies of the United States. 
In the first place, if that proposition were true, it would not explain 
the language of the bill. There isn’t a line in the bill distinguishing 
between importation from the United States into a foreign country 
and importation into foreign country A of goods produced in foreign 
country B. There simply isn’t any basis in the bill for placing the 
distinction on the source of the goods exported. Quite apart from that, 
in the research we have been able to do in the past week we haven't 
found any basis for the contention that there is something in our trade 
treaties or trade policy which would be contrary to giving a preferen- 
tial tax rate to earnings derived from mercantile operations overseas. 
We know that many Western European countries either exempt or give 
a preferential rate to the earnings derived overseas from foreign 
branches and subsidiaries. This is the same group that makes up the 
membership of GATT. 

The 14-point rate advantage, if extended to American mercantile 
operations overseas, would not put the United States in the lead of 
the procession by any means. It would close a part of the gap which 
now exists between the position of the American investor and the posi 
tion of our competitors. I would like to stress that point. 

We don’t need merely an incentive in some charitable sense. We 
need protection against the competition of investors from foreign 
countries and operators in the country in which we operate. The es- 
sential proposal which the National Foreign Trade Counsel is ad- 
vancing on this point is that instead of a somewhat arbitrary list of 
enterprises to be benefited, and instead of the restrictions of 923 (b), 
the Congress adopt the principle that the 14-point rate advantage sh: ull 
apply to income, whether branch or subsidiary earnings, der ived from 
operations which are carried on within a foreign country or countries 
through a permanent foreign establishment. That is a concept with 
which there has been a great deal of experience under our tax treaties. 
It is the essential basis under our tax-tre aty system and under recog- 
nized international jurisprudence from the League of Nations Com- 
mittee down, by which the tax jurisdiction of the foreign country is 
established. 

It seems very reasonable and convenient to say that the same test 
under which our Government generally recognizes the jurisdiction of 
the foreign country to tax shall be the test determining whether the 

referential rate shall be enjoyed in the United States. It would not 
lead to tax avoidance because you could not get the preferential rate 
in this country without accepting the jurisdiction of the foreign coun- 
try. So far as investment is concerned, I am sure you would find that 

ie it was necessary to operate w ith. a perm: nent foreign establish- 
ment, the investment would be made by the taxpayer consonant with 
the objectives of his operation. 
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It is by a large number of small investments that you are going to 
get the maximum total of trade and investment moving. U nder the 
present restrictive language, almost the only taxpayers who could 
qualify with investments such as mines and factories overseas are the 
big corporations. If you want to bring in smaller investors, you have 
to open the gate at the point where initial investment starts, which is 
in peanaeens and then you move on to a better integrated opera- 
tion oversea 

We are setalaiende against time and while there is a great deal more 
that could be said on this point, there is one other point which we 
would like to refer to briefly. That is the matter of the old 131 sub- 
section H. With the indulgence of the committee, may Mr. Carroll, 
my associate, have about 5 minutes on that point. 


STATEMENT OF MITCHELL B. CARROLL, SPECIAL COUNSEL, 
NATIONAL FOREIGN TRADE COUNCIL, INC. 


Mr. Carroii. This matter of giving an incentive to carry on busi- 
ness investment abroad has long been of concern to your committee. 
You will remember that way back in 1918 Congress introduced the 
credit for foreign taxes to prevent international double taxation. 

However, that credit was limited to income taxes. It did not take 
cognizance of the fact that in other countries, especially in Latin 
America, there are a number of near income taxes, or rudimentary 
taxes to which countries less efficient than the United States in their 
income tax administration have resorted. 

Usually such a tax has preceded the modern income tax. Some- 
times a government adopts an income tax and then introduces one of 
these rudimentary taxes as a more facile way of collecting income 
taxes, and sometimes it will superimpose an income tax on such a tax. 
Generally speaking, these taxes are what might be described as taxes 
wholly or partially in lieu of an income tax. In 1942 this matter of 
the inadequacies of the foreign tax credit was brought to your com- 
mittee’s attention and you adopted section 131 (h), IRC. The inter- 
pretations of that section by the administrative authorities have been 
so restrictive that 2 years ago the then chairman wrote a letter to 
the Treasury published in the Congressional Record of June 27, 1952, 
protesting against this restrictive interpretation and asking for a 
more liberal interpretation along the lines expressed in your own com- 
mittee’s report in 1942. 

Instead, we find in the bill something entirely different. The 
President, in his budget message of January 21, 1954, and again in 
his recommendations on foreign economic policy of March 30, 1954, 
declared that the present definition of foreign taxes which may be 
credited against the United States tax should be broadened to include 
any tax other than an income tax which is a principal form of taxation 
of business in the country, except for certain kinds of taxes. This 
seemed to be good news. We thought that all of the contentions of 
the National Foreign Trade Council before your committee, that what 
Senator George had written in his letter of May 29, 1952, to the 
Treasury, that what had been reflected in the Randall Commission 
report, were coming true. But what did we find? We found that 
this provision on which taxpayers have relied since 1942 was to be 
repealed. I ask you, Is that broadening the section ? 
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Furthermore, we find that this provision was to be replaced by a 
new concept of a principal tax, which is actually narrower in scope 
than the old concept. It is narrower in two ways. In the first place, 
if you take a credit for this so-called principal tax you lose the credit 
for the income tax. Secondly, the definition of principal tax is rather 
technical but it is a certain kind of tax that is not generally imposed. 
The report indicates that it is allowable if it is selectively imposed, a 
brand new capricious concept. We respectfully urge that when the 
President announces that you are going to broaden the credit, that 
should be literally what you do. 

What there is today in the law should be maintained because the 
President says “the present definition should be broadened.” Hence, 
section 131 (h), IRC of 1939, should be maintained, together with 
some liberializing language, such as your own committee asked for in a 
the letter to the T reasury in 1952 and stated in its original report on 
section 131 (h) in 1942. 

Furthermore, we think that the new concept, if amended somewhat, 
can be helpful but it should not be allowed as a credit in complete 
substitution for the income tax as it is now framed, but rather as an 
additional allowance. Credit should be allowed for the aggregate 
of all the income, “in lien,” and “principal” taxes within the limita- 
tions of what the United States tax would be on the foreign income, 
so as not to permit the credit to cut into the domestic tax on domestic 
income. 

Another reason why we are apprehensive about this new credit is 
the following: The Tre: asury gives as one of its reasons for resorting 
to this new concept the fact that the allowance of a credit for foreign 
income taxes has, so it is said, induced certain countries to increase 
their income tax rates so as to absorb the full allowable credit. What 
will happen under the new concept? <A foreign country can resort 
to any kind of a tax that is selectively imposed. 

[ say any kind of a tax because the list given is so broad that it will 
cover any kind of tax, which has no relationship to income and which 
is large enough to absorb the credit and the taxpayer will be worse off 
than he is today. 

As it is today, it is much better for the United States to give an 
incentive for foreign countries to resort to income taxes, than to resort 
to arbitrary taxes which have no relationship to income. 

Any businessman is perfectly aware of that fact. Therefore, Mr. 
Chairman, we urge that section 131 (h), IRC of 1939, be preserved 
in the new bill, together with the clarifying amendment that reflects 
the essence of your committee’s 1942 report and your predecessor’s 
letter to the Treasury, namely, to insert before “in lieu of” the phrase 
“wholly or partially,” and also you might add some clarifying language 
which we have in the statement we are submitting. Moreover, to 
make more practical this new concept, we have suggested various 
changes in that provision. This is a very technical matter, sir, and 
we would be glad to go into the details with Mr. Stam and your 
technical staff. 

The Cuamman. Have you seen Mr. Stam? 

Mr. Carroiu. We will be glad to see him. 

Mr. James. Yes, sir, thank you. 

The Cramman. We will be very glad to put your paper -in the 
record and we have been happy to have you with us. 
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(Mr. James’ and Mr. Carroll’s prepared statement follows :) 


STATEMENT BY GeorGE F. JAMES, CHAIRMAN, NFTC Tax CoMMITTEE, ACCOMPANIED 
BY MITCHELL B. CARROLL SpeciaAL CouNSEL, NF'TC Tax COMMITTEE 


H. R. 8300, the proposed Internal Revenue Code of 1954, includes several impor- 
tant changes with respect to the taxation of business income derived from 
foreign sources. These changes were intended to adopt sound and vital pro- 
posals made by the President in his budget message. The principles so adopted 
by the Committee on Ways and Means and by the House of Representatives are 
commendable in their objectives. Unfortunately, the technical provisions of 
the bill designed to implement these objectives to a considerable degree fail in 
their intended purposes by reason of needless restrictions and to some extent 
actually impede the desired objectives. 


I. THE 14 PERCENT CREDIT FOR BUSINESS INCOME FROM FOREIGN SOURCES 


The President of the United States recommended that “business income from 
foreign subsidiaries or from segregated foreign branches which operate and 
elect to be taxed as subsidiaries should be taxed at a rate 14 percentage points 
lower than the regular corporate rate.” This recommendation constitutes an 
important part of the encouragement which the President sought for private 
investment abroad to supplement Government economic aid. 

Section 923 of H. R. 8300 contains needless restrictions with respect to the 
types of business activities which can qualify for the 14 percentage point tax 
differential. One of the most important restrictions requires that the gross 
income must have been “derived to the extent of at least 90 percent from the 
active conduct of a trade or business through a factory, mine, oil or gas well, 
public-utility facility, retail establishment, or other like place of business situated 
within a foreign country.” The statute excludes from the definition of trade or 
business “the operation of an establishment engaged principally in the purchase 
or sale (other than at retail) of goods or merchandise.” 

This attempt to enumerate qualifying types of business has many serious 
defects. In the first place, there are many other types of businesses, including 
plantations, transportation, construction, banking, insurance, and doubtless many 
more, which should be included in the enumeration if an enumeration were 
attempted. Secondly, the attempt to enumerate qualifying businesses creates 
serious ambiguities and anomalies. If a factory is operated in a foreign country, 
is all of the gross income to be considered derived “through a factory’ whether 
or not extensive wholesale merchandising activities are carried on? If not, the 
entire income, including that derived from the factory, is denied the intended 
rate differential. If, however, widespread merchandising activities do not result 
in disqualification, it is anomalous that the same kind of activity carried on 
through a separate corporation or business activity will fail to receive the tax 
differential. Activities designed to supplement a line in part manufactured 
in a foreign country will probably destroy qualification. Many businesses with 
very substantial existing and prospective investments abroad will find it neces- 
sary to consider artificial divisions of their integrated business in an attempt to 
qualify a portion of the gross income within the restrictive language of section 
923. Furthermore, there seems no reason to exclude from the intended benefit 
genuine and real business activities conducted abroad merely because they fall 
in the trading or wholesale category. The President, the Secretary of State and 
the Director of the Foreign Operations Administration have stressed the neces- 
sity from the point of view of our national interest of a sound and expanded 
foreign trade. 

The objectives intended can be properly carried out by substituting for the 
restrictions mentioned above a requirement that the gross income be derived to 
the extent of at least 90 percent from the active conduct of a trade or business 
through a permanent establishment situated within a foreign country. Perma- 
nent establishment should be defined in a manner consistent with the tax treaties 
which the United States has entered into with 14 of the leading commercial coun- 
tries of the world. This definition would be adequate to require a genuine busi- 
ness activity abroad and be consistent with the principles carefully considered 
by the Senate and adopted by the United States in connection with the tax 
treaties. 

The same principles should be used in ascertaining whether branch income 
of a domestic corporation qualifies for the 14-point rate differential. Section 
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923 is also unduly restrictive in its stock ownership requirements relating to the 
amount of stock a domestic corporation must hold in a foreign company. A 
provision corresponding to that found in section 902 relating to the foreign tax 
credit and requiring the ownership of at least 10 percent of the shares should 
be adequate. It should also be made clear in the statute that gross income from 
technical services includes gross income from construction, 


ll. THE 14 PERCENT TAX REDUCTION FOR BRANCH INCOME SHOULD NOT DEPEND ON 
ELECTING DEFERRAL 


The 14-percent reduction section 923 (a) (1) should be granted for branch 
income whether or not the corporation elects to defer its income under part IV. 
Its income can be determined in accordance with a method of accounting which 
clearly reflects the taxable income the branch would derive if it were an inde- 
pendent entity. 

Moreover, the provisions of section 951 of H. R. 8800 should be amended as 
follows: 

(a) The election should apply for each separate branch or for all branches in 
a country. The latter is desirable in order to obviate the unnecessary allocation 
of income and expense to separate branches and to facilitate taking credit for 
foreign taxes applicable to the entire net income of all the branches in the 
country. 

(b) As the elected branch is to be treated as a separate corporation, the do- 
mestic corporation should be allowed to deduct a loss sustained when the assets 
of a foreign branch become worthless 

(c) The taxpayer should have the right to terminate the election if regulations 
are issued or amendments to the law are adopted which are prejudicial to the 
taxpayer 


III, CREDIT FOR “IN LIEU” TAXES SHOULD BE PRESERVED AND “PRINCIPAL TAX” 
PROVISIONS MODIFIED 


Since 1918 Congress has sought to encourage business and investments abroad 
by granting its citizens and corporations a credit against the United States tax for 
income, war profits, and excess profits taxes paid to foreign countries on income 
derived from sources in their territories. This relief from international double 
taxation has contributed appreciably to the expansion of markets abroad for 
American goods and the development abroad of industries engaged in producing 
minerals, petroleum, and other raw materials needed for national defense, as 
well as sugar, coffee, fruits, and other foodstuffs. 

Difficulties have arisen because some foreign countries have tax systems that 
are less developed than our own and embody rudimentary or empirical taxes that 
are intended to reach income but are easier to collect than a tax on net income 
They sometimes preceded the modern type of an income tax or were employed 
in addition to the income tax, and in either case they often partially replaced 
the income tax by being allowed as a credit or deduction. In other instances, 
they wholly replaced the income tax. Our Treasury frequently disallowed them 
as credits because it did not consider them to be created in the exact image of 
our own income tax. 

Therefore, the Senate Finance Committee in 1942 tried to extend the scope 
of the section and enacted in subsection (h) of section 131 a provision to allow 
a credit for taxes in lieu of an income, war profits, or excess profits taxes 
otherwise generally imposed. In its report on the bill, the committee specifi- 
cally mentioned taxes measured, for example, by gross sales, gross income, or 
the number of units produced. 

The Treasury in its regulations, however, covered only a tax in complete 
substitution for an income tax. The example given was based on a Cuban 
tax on gross income which had been held creditable as an income tax. Its 
rulings were likewise too restrictive. Hence, on May 29, 1952, Senator George, 
then the chairman of the Senate Finance Committee, wrote a letter to the 
Treasury, published in the Congressional Record of June 27, 1952. He said 
he was’ disturbed because the regulations did not conform to the intent of 
Congress as reflected in the committee report, and suggested certain tests and 
certain taxes that met those tests. 

The President in his budget message of January 21, 1954, and again in his 
recommendations on foreign economic policy of March 80, 1954, declared that 
“the present definition of foreign taxes which may be credited against the 








R62 INTERNAL REVENUE CODE OF 1954 


United States income tax should be broadened to include any tax other than 
an income tax, which is the principal form of taxation on business in a country, 
except turnover, general sales or excise taxes, and social security taxes.” This 
seemed at first to be good news as it implied that taxpayers would retain what 
they have now and would receive something more. 

When H. R. 8300 appeared, what did the taxpayers find in section 901, etc.: 

1. The credit for taxes in lieu of income taxes to which taxpayers had been 
entitled since 1942 was to be repealed. 

2. In its place was a new concept of principal tax which would be allowed 
as a credit in complete substitution for a foreign national income‘tax. In other 
words, if the taxpayer took credit for a principal tax he would lose the credit 
for the income tax. Instead of broadening the credit, the new concept narrowed 
the scope of the credit. 

3. The principal tax is defined by excluding every conceivable form of tax, 
but some will get by if they are not generally imposed, that is to say, according 
to the report, if they are selectively imposed on a particular industry. A tax 
now allowable as an in-lieu tax if generally imposed would be disallowed as a 
principal tax if generally imposed. The bill does not throw any light on what 
is generally or not generally imposed. The capricious test of selectivity in the 
House renort cannot be relied on, 

Tax officers of companies who are acquainted with taxes in countries in all 
parts of the world know of very few taxes that would clearly come under the 
new concept. When an income tax also is paid, they would not as a rule want 
to give up the credit for the income tax in order to take the credit for the 
principal tax. They find this new concept in its present form to be too 
academically conceived to be of much practical value. 

4. This repeal of section 131 (h) would mean that the Treasury would have 
to reexamine many cases to see if taxes formerly credited as in-lieu taxes would 
meet the strange new tests for principal taxes and many taxes now covered 
might be disallowed. 

5. The Treasury has given as a reason for the new concept that the present 
United States credit for income taxes may induce foreign countries to raise 
their rates of income taxes to absorb the allowable credit. Under the principal 
tax concept a foreign government could impose any kind of a tax not related 
to income on a particular industry carried on mainly by one or more American- 
owned companies and still absorb the credit. The taxpayer might be worse 
off as the result, Congress thus giving foreign countries an incentive to resort 
to taxes other than income taxes. 

Conclusion 

We therefore urge the Senate Finance Committee to carry out the express 
intent of the President’s statement and keep the present credit for taxes in lieu 
of income taxes, with a clarifying amendment to carry out the committee’s 
intent and set forth in its report on the 1942 bill and the letter of its former chair- 
man to the Treasury. A suggested draft is contained in our statement which we 
offer for the record. 

The committee might also broaden the scope of the credit by also giving a 
credit for a principal tax but after amending the provisions along the lines 
suggested in our statement so as to make it more practical and realistic. 


IV. ELECTION OF LIMITATION FOR PURPOSES OF THE FOREIGN TAX CREDIT 


The National Foreign Trade Council has heretofore recommended the elimina- 
tion of the per country limitation on the foreign-tax credit. H. R. 8800 retains 
such limitation but repeals the overall limitation. It is recommended that in 
lieu thereof the taxpayer be permitted to elect to be bound by either the per 
country limitation or the overall limitation. 


V. INEQUITABLE RESTRICTION ON PURCHASING OUTSIDE HEMISPHERE BY WESTERN 
HEMISPHERE TRADE CORPORATIONS SHOULD BE REMOVED 


Section 921 of H. R. 8300 is intended to correct an inequitable ruling dis- 
qualifying a domestic corporation which was otherwise entitled to the benefits 
of section 108, Internal Revenue Code, 1939, because it purchased goods outside 
the Western Hemisphere. 

This section 921 is intended to reflect what is believed to have been the intent 
of Congress when it enacted section 109. We urge that it be amended so that 
a Western Hemisphere trade corporation may not be disqualified because of 
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purchases outside the hemisphere incident to the conduct of its business (a phrase 
borrowed from sec. 39.109—1 of regs. 118). Our statement suggests the language 
and asks that it be made applicable to section 109 in the Internal Revenue Code 
of 1939. 


PROVISIONS RELATING TO INCOME Derivep From ForreIGN Sources, INTERNAL 
REVENUE Cope oF 1954 (H. R. 8300, 88p ConG.)—STATEMENT By GerorcE F. 
JAMES, CHAIRMAN, NFTC Tax ComMMITTEE, ACCOMPANIED BY Mi?1CHELL B. 
CARROLL, SPECIAL COUNSEL, NFETC Tax COMMITTEE 


INTRODUCTION 


The President in his budget message proposed certain principles with respect 
to the taxation of foreign business income that are highly important in the 
expansion of our foreign trade and foreign private business investment. The 
Committee on Ways and Means of the House of Representatives endorsed these 
principles. The National Foreign Trade Council believes that adoption of these 
principles and their proper implementation would greatly improve our system 
of taxation, and would increase foreign business activity and investment. 

Unfortunately, the principles and objectives sought have been needlessly 
frustrated to a very substantial extent by rigid, and in many cases arbitrary, 
restrictions contained in H. R. 83800. One of the most important examples of 
such needless restriction is found in the attempt to enumerate certain types of 
foreign business activities entitled to a 14-point-rate differential. The restric 
tion excludes many businesses that are just as much entitled to the advantage 
of the rate differential as those named ; it also excludes many businesses that are 
named but involve a substantial element of wholesale activity. It is the pur- 
pose of this memorandum to suggest changes in the bill to cure such difficulties 
and to achieve the stated objectives. 

The most important changes in H. R. 8300 concerning foreign business income 
are the following: 

(a) Section 37 and section 923, providing a 14 percent credit with respect to 
certain business income derived from foreign sources ; 

(b) Sections 951-958, which permit the deferral of the income of certain 
foreign branches of United States business corporations ; 

(c) Sections 901 (b) (1) (B), 902 (a) (2), 902 (b) (2), 9038, and 955 (2) 
which substitute for the credit in lieu of income tax now provided by I. R. C 
section 131 (h) a new credit for a “principal tax” allowable only as an alternative 
to the credit for income taxes paid provided in sections 901 (b) (1) (A), 902 
(a) (1), 902 (b) (1), 955 (1) ; and 

(ad) The elimination of the overall limitation on the foreign tax credit now in 
I. R. C. seetion 131 (b) (2 


I, DiscRIMINATORY FEATURES OF CREDIT FOR BUSINESS INCOME FROM FOREIGN 
Sources SHoutp Be REMOVED 


In his budget message and again in his recommendations to Congress on the 
foreign economic policy, the President of the United States recommended, among 
other matters, that: 

“Business income from foreign subsidiaries or from segregated foreign 
branches which operate and elect to be taxed as subsidiaries should be taxed at 
a rate 14 percentage points lower than the regular corporate rate.” 

This recommendation has been dealt with in section 37 and section 923 of 
the proposed Internal Revenue Code of 1954. The basic purpose of these sec- 
tions is stated in the report of the Committee on Ways and Means to be: 

“To offset some of the factors adversely affecting foreign investment by giving 
special tax treatment to business income from foreign sources.” 

This decision to extend generally to foreign source business income the pre- 
ferential rate presently enjoyed by Western Hemisphere trade corporations, 
if enacted in sound and workable form, would be by far the most important of the 
tax reforms proposed applicable to foreign business operations. The basic deci- 
sion reached by the administration and the House of Representatives on this 
point is appreciated by American foreign investors and traders. Unfortunately, 
the purpose defined by the President and the Ways and Means Committee is not 
accomplished by the form of section 923, because eligibility to benefits under that 
section has been rigily and unnecessarily limited. 

The credit provided by section 37 is limited in section 923 (a) to income derived 
from sources within any foreign country: 
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“(1) As branch income includible in gross income under part IV; 

“(2) As compensation for the rendition of technical, engineering, scientific, 
or like services ; 

“(3) As dividends from a foreign corporation if— 

“(A) The earnings and profits used in the payment of such dividend 
(including the earnings and profits of the year in which the dividend is 
paid), determined under subchapter © (sec. 301 and following) have been 
accumulated after December 31, 1953, and are earnings and profits of a year 
the gross income of which year— 

“(i) Has been derived to the extent of at least 95 percent from 
sources without the United States; 

“(ii) Has been derived to the extent of at least 90 percent from the 
active conduct of a trade or business through a factory, mine, oil or gas 
well, public utility facility, retail establishment, or other like place of 
business situated within a foreign country ; and 

(iii) Does not consist of more than 25 percent of gross income 
derived from the sale of articles or products manufactured in such 
foreign country and intended for use, consumption, or sale in the 
United States ; 

but the credit shall apply only to the dividend or portion thereof paid out 
of earnings and profits conforming to the provisions of this subparagraph; 
and 

“(B) At the date of the declaration of the dividend and during the whole 
of the respective years in which were accumulated the earnings and profits 
specified in subparagraph (A) 

“(i) Such domestic corporation, either alone or in association with 
not more than 3 other domestic corporations, owned more than 50 
percent of the voting stock of such foreign corporation; or 

“(ii) Such domestic corporation owned not less than 10 percent of the 
voting stock of such foreign corporation, and the trade or business of 
such domestic corporation was related to the trade or business of 
such foreign corporation by reason of the rendition of technical, engi- 
neering, scientific, or like services or assistance, incident to the opera- 
tion of the trade or business of such foreign corporation; and 

“(4) As interest from a foreign corporation if, throughout the year in which 
the interest is paid, such foreign corporation fulfills the income requirements in 
paragraph (3) (A), and such domestic corporation fulfills one of the alternative 
requirements in paragraph (3) (B).” 

The limitations of section 923 (a) (3) (A) (ii) are further limited by section 
923 (b) which provides in part: 

“(b) For purposes of subsection (a)— 

“(1) The term “trade or business’”’ does not include 

“(A) The operation of an establishment engaged principally in the 
purchase or sale (other than at retail) of goods or merchandise; or 

“(B) The maintenance of an office, or employment of an agent, other 
than a retail establishment excepted from subparagraph (A), to import 
or facilitate the importation of goods or merchandise.” 

Under these restrictions, only a small fraction of American foreign investors 
could qualify for the 14 percent credit proposed in section 37. The very indus- 
tries which have been in the forefront of American foreign trade and which 
have provided the bulk of American private foreign investment would, under the 
proposed narrow statutory language, be ineligible for the special tax treatment 
which is intended to offset the factors adversely affecting foreign investment and 
to encourage foreign trade. 


LIMITATIONS BASED ON TYPE OF ACTIVITY 


The most serious liimtation on the 14-point credit for foreign business income 
is that which restricts the benefit to earnings derived from narrowly defined 
eategories of earnings: dividends and interest from the earnings of a foreign 
corporation derived “at least 90 percent from the active conduct of a trade or 
business through a factory, mine, oil or gas well, public utility facility, retail es- 
tablishment or other like place of business situated within a foreign country” ; 
income derived from a foreign branch satisfying these same criteria (the limita- 
tions applicable to foreign corporations under secs. 923 (a) (3) and 923 (b) are 
restated as applicable to foreign branches in pt. IV, secs. 951-958, inclusive) ; and 
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compensation for the rendition of technical, engineering, scientific, or like 
services. 

The purpose of the Committee on Ways and Means in so restricting eligibility 
in section 923 is stated in the committee report as being in order that “differen- 
tial tax treatment be restricted to enterprises actively engaged in a significant 
economie activity abroad” and to exclude enterprises “which are not engaged in 
the conduct of a business involving a significant investment abroad.” The limi- 
tations adopted in the proposed Revenue Code, however, go far beyond what is 
necessary or appropriate to attain the stated end. The specific restrictions, the 
omissions and the uncertainty of application of the section as written would 
largely destroy its value as an incentive to the prospective foreign investor ° 


SIGNIFICANT ACTIVITIES DENIED CREDIT 


In the first place, certain very significant economic activity abroad is entirely 
omitted from the enumeration of businesses eligible for the credit. The pro- 
duction abroad of raw materials, primarily minerals and agricultural products, 
is the commercial inducement for a large volume of American direct foreign 
investment, which investment may serve very important economic and strategic 
ends. In this category, section 923 would apparently apply to mines and oil 
and gas wells but not to agricultural production. American investment in 
rubber plantations in Sumatra and Malaya, sugar plantations and mills in 
Cuba, coffee plantations in Central and South American countries, pineapples, 
vegetable oils or fibers in the Philippines or cocoa in West Africa illustrate this 
type of investment, substantial in amount and important both in the American 
economy and to the economy of the underdeveloped areas in which such invest- 
ment might be made 

Mining and manufacturing ventures (including oil production and refining) 
which might otherwise be eligible for credit under section 92° will, in many 
cases, fail to qualify because of the inclusion of a segment of wholesale business 
in an integrated operation. Direct investment in manufacturing abroad is 
usually the outgrowth of trading ventures by American producers and most 
such ventures involve wholesale trading activities which, if separate, would 
account for a substantial fraction of the earnings and profits of the integrated 
venture. Similarly, extractive industries often combine production, processing 
and marketing abroad. Where a single branch or subsidiary, in a single country, 
combines production or manufacturing with wholesale distribution, section 923 is 
entirely ambiguous as to whether or not the enterprise is entitled to the 14 
percent credit. If wholesale operations were confined to the distribution of 
products produced or manufactured in the same venture, the wholesale dis- 
tribution might be regarded as incidental to the production or manufacture, 
It might, on the other hand, be argued that where the wholesale distribution 
represents a substantial part of the investment and activities of the subsidiary 
or branch and where it appeared that a substantial part of the total earnings 
resulted from wholesale distribution, the entire venture was ineligible. The 
investor in this situation would be placed in the difficult position of having to 
decide whether to dismember his organization, contrary to sound business prin- 
ciples, in order to obtain the favorable tax rate for a portion of his cperations 
or to continue his vertical integration and hope that the credit would apply to 
the entire earnings of the venture. Where the same investor carries on produc- 
tion or manufacture through one subsidiary and wholesale distribution through 
another, it appears clear (although inexplicable in principle) that the 14-percent 
eredit would be denied to the wholesale operations. It is likely under the bill, 
although ambiguous, that the credit is also denied when an integrated foreign 
business munufactures in one foreign country and distributes the goods in a 
second foreign country. 

Very frequently manufacturers in foreign countries supplement their line with 
imported goods and imported parts. In such cases if the importation and whole- 
saling activities are substantial, qualification for the credit would be denied. 
Ventures in international commerce do not naturally or conveniently fall into 
distinct compartments nor can all operations in an integrated veture be carried on 
in each foreign country where investment is made and business activities con- 
ducted. It is certainly not desirable that the taxpayer should have to resort 
to artificial or unnatural separation or combination of functions in order to 
qualify for a tax benefit nor that tax considerations should have an overriding 
influence on the corporate and organizational form of American foreign invest- 
ment. 
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Even without considering integrated investments, “trading,” as tabulated by 
the Department of Commerce, involved almost a billion dollars of American 
private direct investment abroad at the end of 1952. This figure is a most con- 
servative estimate of the American capital actually employed in marketing in 
foreign lands; 70 percent of this billion dollars is employed in wholesale selling. 
The expansion of foreign trade is as much a part of our foreign economic policy 
as is the expansion of American direct foreign investment. In his message on 
foreign economic policy to Congress on March 30, 1954, President Eisenhower 
said: 

“The national interest in the field of foreign economic policy is clear. It is to 
obtain, in a manner that is consistent with our national security and profitable 
and equitable for all, the highest possible level of trade and the most efficient 
use of capital and resources. * * * Great mutual advantages to buyer and seller, 
to producer and consumers, to investor and to the community where investment 
is made, accrue from high levels of trade and investment.” 

The activities of American-owned ventures in the purchase and sale of goods 
in commerce between foreign nations contribute directly to that expansion of 
international trade which this Government so persistently advocates as the ma- 
terial basis for the development and well-being of the free world. If it is the 
policy of Congress to provide reasonable tax incentives to foreign investment, 
there is no reason for excluding from these benefits a direct investment of at 
least $700 million emp?oyed exclusively in wholesale distribution in foreign lands. 

Finally, there are services carried on abroad through American investment 
and in aid of other American foreign investment and foreign trade. These in- 
clude such activities as banking, insurance, transportation, engineering, and con- 
struction. There is no reason why these important collateral activites should be 
excluded from benefit under the statute or relegated to the uncertain protection 
afforded by mention in a committee report. 

It appears that the majority of American direct investments abroad would 
either be clearly ineligible for benefit under section 923 or, like most integrated 
foreign businesses, at best be dependent on doubtful interpretations of ambiguous 
statutory language. This utterly unsatisfactory situation results from an effort 
to exclude from benefit enterprises “not engaged in the conduct of a business 
involving a significant investment abroad” by listing eligible types of activities 
and by specifically excluding wholesale establishments. Such extreme precau- 
tions are not necessary. So long as eligibility is restricted to income from busi- 
ness activities conducted outside of the United States, each venture will involve 
investment and activity commercially appropriate to that venture, and the more 
items that are added, the larger and more significant will be the aggregate capital 
investment, which is the real end to be served. The original investment is also 
most likely to be a trading venture, which can expand into other and larger ae- 
tivities more rapidly under moderate taxation. 


INCENTIVES OFFERED BY COMPETING COUNTRIES 


The governments of other capital-exporting nations provide substantial fiscal 
incentives to their nationals to invest abroad or expand their foreign investments, 
amounting in many cases to outright exemption of income from such investments: 
None of these incentives or inducements is so restricted as to exclude trading 
activities as such from their benefits. They rather accept the obvious fact that 
international commerce is a complex of trade and investment, from which neither 
can be realistically separated. 

In addition to the substantive objections, the administrative problems, arising 
out of the rigid limitations of section 9283 would be very serious. The workload 
on the Internal Revenue Service involved in canvassing eight or ten thousand 
cases to determine merely whether they satisfy the two principal requirements 
of 95 percent foreign income, and 90 percent “active conduct of a trade or busi- 
ness,”’ may demand considerable time and able personnel. To superimpose upon 
the taxpayer the obligation to report upon every separate activity engaged in 
abroad, and to add to the Service’s job, that of investigating and placing in 
arbitrary categories, each of the activities of these thousands of ventures, is to 
demand something quite disproportionate to any useful end that can be served. 
The chances are that if the restriction be literally construed by the Service, the 
result will be not only to frustrate the incentive effect in most cases but also to 
produce unnecessary controversy and extensive litigation. 
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SUGGESTED CRITERION FOR ELIGIBILITY TO 14 PERCENT CREDIT 


The single, appropriate basic condition of eligibility for the 14 percent “foreign 
business income” credit should be whether the business from which the income is 
derived is in fact actively conducted within a foreign country or countries. This 
condition being satisfied, tax legislation should not discriminate among types of 
business which produce the income. 

The test for the active conduct of business within a foreign country should be 
one that is simple, reasonably reliable and not subject to manipulation. Such a 
criterion is readily available. It is the maintenance of a permanent establish- 
ment in a foreign country through which the income-producing functions are 
carried on. 


ADVANTAGES OF PERMANENT ESTABLISHMENT TEST 


Not only is this criterion simple and reliable, but it is the one uniformly adopted 
in our complex of income-tax treaties, which now govern our fiscal adjustments 
with 14 foreign nations, including the principal trading countries of the world. 
The negotiation of these treaties has been repeatedly sanctioned by Congress in 
successive revenue acts and in the Internal Revenue Code. Each such treaty has 
received the careful scrutiny of the Senate, and in some cases has been renego- 
tiated to secure the Senate’s approval. Together they form a pattern carefully 
and expertly worked out. 

One feature of this treaty pattern is that all the signatory nations including 
this Government, accept the existence within the borders of a permanent estab- 
lishment to which business income may be allocated as the test of whether they 
may impose income taxes upon an enterprise which is a national of the other 
party. Thus, this Government has conceded the right of other governments to 
tax business income attributable to a foreign “permanent establishment”. To 
be consistent, the same basic criterion should determine whether income is to 
be eligible for the favorable rate of tax provided by section 923. Such con- 
sistency between our treaty arrangements and our domestic legislation is highly 
essential, and in this respect it is easily attainable. All that is required is to 
eliminate the invidious discriminations now contained in section 923 (a) (3) (A) 
(ii), 923 (b) (1), and 951 (a) and (b) (1) of the bill and substitute the simple 
concept of income from—*“the active conduct of a trade or business through a 
permanent establishment located in a foreign country.” 


CONCEPT OF PERMANENT ESTABLISH MEN’ 


The definition of “permanent establishment” should be based upon our treaties. 
While the various definitions are not precisely the same, in general they are 
sufficiently broad to include those activities entitled to consideration. Moreover, 
they can be reliably and realistically interpreted, and little controversy has 
arisen over their application While the enumeration of specific types of activity 
is fairly broad, these treaties also contain explicit exclusions from the definition 
of “permanent establishment” which would be useful in confining the benefits 
of the section to bona fide investors. Such a definition would accomplish the 
objective stated by the Committee on Ways and Means, without arbitrary dis- 
crimination against substantial foreign investment in agricultural production, 
service and construction businesses, wholesale establishments and integrated 
businesses including a substantial element of wholesale activities. Without 
attempting a mechanical, numerical test of “significant investment” it would at 
tain the same end, since business considerations would ensure that the invest 
ment in a permanent foreign establishment would be appropriate to the business 
carried on. A definition of permanent establishment substantially in the fol 
lowing form, which is based on the definitions in tax treaties and includes the 
types of establishments mentioned in the bill, would be appropriate 


SUGGESTED DEFINITION OF PERMANENT ESTABLISHMENT 


Delete paragraph (1) from section 923 (b) and section 951 (b) and substitute 
therefor the following: 

(1) “The term ‘permanent establishment’ shall be deemed to include branches, 
mines, oil or gas wells, public utility facilities, plantations, farms, timberlands, 
factories, plants for assembling, refining, or processing, or otherwise changing 
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the form of products, workshops, warehouses, offices for buying, selling at 
wholesale or retail, or other purposes, installations, or the use or installation of 
Substantial equipment or machinery for construction, operations, and any fixed 
place of business of an enterprise. 

“The maintenance of a fixed place of business exclusively for the purchase of 
goods or merchandise, or the casual and temporary use of merely storage facili- 
ties shall not be deemed a permanent establishment for the purposes of this part. 

“Engaging in business transactions in a foreign country through a bona fide 
commission agent, broker, or other independent agent, acting in the ordinary 
course of his business as such and receiving customary remuneration therefor, 
shall not constitute the maintenance of a permanent establishment for the 
purposes of this part.” 


RESTRICTION BASED ON DESTINATION OF GOODS MANUFACTURED 


A further restriction contained in section 923 excludes manufacturing activities, 
25 percent of whose gross income is “derived from the sale of articles or products 
manufactured in such foreign country and intended for use, consumption, or sale 
in the United States.” (Sec. 923 (a) (3) (A) (iii).) 

This restriction is wholly inappropriate to revenue legislation. The regula- 
tion, or prohibition, of imports into the United States is a matter of tariff policy, 
legislation, and administration. It is unlikely that any considerable danger 
exists from such imports from American-owned concerns. But, today, opportuni- 
ties to produce goods for the American market are accorded other foreign 
producers as a matter of considered national policy—subject only to tariff or 
quota restrictions. Many of such imports are definitely not competitive with 
domestic manufacture in the United States. The application of this exclusion 
would accordingly be much broader than the legitimate ends to be served. 

Again, the administrative job of determining what percent of gross income was 
derived from sales of goods as to which there were “objective manifestations of 
an intention to turn out a product which is to be marketed in the United States” 
is hardly within the usual range of tax administration. When we have added to 
this, the suggestion that even if a third party buys such goods and ships them 
here, the producer will be deemed to have intended them for this market, the 
implications are quite unrealistic. This illustrates the inappropriateness of 
such speculative and unreliable criteria to revenue legislation. Moreover, such 
a provision might operate as in indirect evasion of the obligations this country 
has assumed in its commercial treaties to accord equal treatment tariffwise to 
imports from various foreign nations. 

We accordingly suggest the outright deletion of this restrictive provision. 


RESTRICTION BASED ON STOCK OWNERSHIP 


The complex and unrelated limitations as to stockownership contained in sec- 
tions 923 (a) (3) (B) and 928 (b) (2) (B) seem unduly restrictive and differ 
for no apparent reason from those provided in section 902 (a) and (b) respec- 
tively. In our opinion, it would be desirable and practical to make these require- 
ments the same, namely the ownership in the one case of at least 10 percent of 
the voting stock of the foreign company, and in the other case the owner- 
ship by the foreign company of at least 50 percent of the voting stock of its 
subsidiary. 


COMPENSATION FOR CONSTRUCTION SERVICES SHOULD BE INCLUDED 


Section 923 (a) includes, as coequal with branch income in class (1) and 
dividends in class (3), compensation for the rendition of technical engineering, 
scientific, or like services. House Report No. 1337 on page A 254 says that this 
class would include income derived from such services as the design or construc- 
tion of projects, such as rvads, bridges, railroads, harbors, docks, irrigation 
systems, water-supply systems, and power systems. As in practice the term 
“engineering” does not necessarily include “construction,” it is recommended 
that the intent evident in the report be carried out by inserting after “engineer- 
ing’ the term “construction” in the list of activities in class (2). 

Engineering and construction activities would also be covered in the recom- 
mended definition of permanent establishment applicable under ser*ions 923 (a) 
(3) (A) (ii) and 951 (a) of H. R. 8300. 








ms 


INTERNAL REVENUE CODE OF 1954 869 


Il. CreDIr SHOULD APPLY TO ForErGN BraNncH INCOME WHETHER oR NoT INCLUDIBLE 
In Gross INCOME UNpbER Part IV 

Section 928 (a) (1) allows in the case of certain domestic corporations a 
credit of 14 percent as provided in section 37 with respect to taxable income of 
a foreign branch which is “includible in gross income under part IV.” This 
wording permits the inference that, in order to have the rate reduction of 14 
percent apply, the corporation must elect to defer its foreign branch income as 
provided in sections 951 and 952, thus coupling the 14-percent reduction in rate 
with the election to defer. 

There seems to be no sound reason for requiring the election to defer in order 
to obtain the 14-point benefit for income from branch operations in foreign 
countries. Such operations have been conducted by domestic corporations over 
a period of many years, and there has been little difficulty encountered by these 
corporations in determining the income from the branch operations for purposes 
of inclusion in taxable income and also for purposes of foreign tax credit. It 
should not be necessary to set up an entirely new regime for such operations. 
The same procedures could be continued except that the branch income entitled 
to the 14-percent tax benefit will be that attributable to the branch dealing at 
arm’s length as a separate entity with the organization of which it is a branch, 

The taxpayer should not be required to elect a regime of deferring income 
under part IV as a condition precedent to the enjoyment of the reduced rate 
of tax, especially since the acceptance of part IV will mean the substitution of 
new and uncertain accounting concepts in place of those principles of branch 
accounting now established and generally accepted for tax purposes. 

The deferment of tax under part IV postpones the determination and payment 
of the actual United States tax, and forces the taxpayer to conjecture as ta 
future United States tax rates and the resultant foreign tax credits. Many 
taxpayer corporations will prefer to pay United States taxes on the income of 
a “pay as you earn” basis rather than to delay calculation and payment until 
the income is withdrawn from the foreign branch. 

If the taxpayer wishes to compute and pay his taxes to the United States on 
a “pay as you earn” basis rather than to delay calculation and payment until 
profits are withdrawn from the foreign branch, the United States Treasury is 
enriched that much sooner, and the taxpayer has discharged his tax obligation 
based on presently known tax rates and with certainty as to the credit he will 
obtain for foreign taxes paid. The taxpayer should be entitled to report on 
such a basis without foregoing the 14-percent reduction in the tax rate. 

Accordingly, it is recommended that section 923 (a) be clarified to read as 
follows : 

“SEC. 923. BUSINESS INCOME FROM FOREIGN SOURCES. 

“(a) ALLOWANCE oF CREpIT.—In the case of a domestic corporation (other 
than a corporation described in subsection (d)) there shall be allowed a credit 
as provided in section 37 with respect to taxable income derived from sources 
without the United tates (determined under part I)— 

“(1) as branch income— 

“(A) as determined in section 923 (b) (8) if such income— 
“(i) has been derived to the extent of at least 95 per centum from 
sources without the United States, and 
“(ii) has been derived to the extent of at least 90 per centum from 
the active conduct of a trade or business through a permanent estab- 
lishment located in a foreign country, or 
“(B) as branch income includible in gross income under part IV.” 

It is recommended that section 923 (b) be amended by adding a new para- 
graph (3), as follows: 

“923 (b) (3). DETERMINATION OF BRANCH INCOME.—Items of gross income, ex- 
penses, losses, deductions, and other items shall be allocated to a branch for 
purposes of section 923 (a) (1) in accordance with a method of accounting 
which clearly reflects the taxable income of such branch, treated as a separate 
distinct entity dealing at arm’s length with the organization of which it is a 
branch.” 

With respect to part IV, it is further recommended : 


(1) Definition of branches should be enlarged 


The definition of the branches under section 951 (a) to which the part IV pro- 
visions apply is too restrictive and should be altered to include all income de 
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rived to the extent of at least 95 percent from sources without the United States 
and to the extent of at least 90 percent from the active conduct of a trade or 
business through a permanent establishment located in a foreign country. 


(2) Election for all branches in a single country on a unit basis should be allowed 


9 


Apparently sections 951 (a) and 952 (1) require an election for each separate 
branch in a foreign country. The election should be not only for each branch 
in a foreign country but also for all branches in a country as a unit; especially 
if the net income from their activities has to be reported in the aggregate for 
tax purposes in said country. A permissive per country election (which was 
incorporated in the Simpson bill) will obviate arbitrary and unnecessary alloca- 
tions of income and expense to different branches. It will also allow a taxpayer 
to obtain proper foreign tax credit for taxes paid to any foreign country which, 
generally speaking, are based on the entire net income from sources in the 
country. 


(8) Losses sustained upon the liquidation of a branch should be allowed as 
ordinary losses 


Inasmuch as section 165 (g) (3) of the proposed Internal Revenue Code of 1954 
(H. R. 8300) allows a domestic corporation to deduct as an ordinary loss secu- 
rities in an affiliated foreign corporation which become worthless, and allows the 
deduction of advances to such affiliated corporation which become worthless 
under section 166 as bad debts, there is no justification for denying to a domestie 
corporation a deduction for a loss sustained when the assets of a foreign branch 
become worthless or when the advances to the foreign branch become uncol- 
lectible. 

This disallowance of these losses destroys the incentive character of an election 
under part IV and discriminates against foreign branch operations as compared 
with operations through a foreign subsidiary. It deprives the investing entity 
of its right to deductions for general operating losses and losses of a catastrophic 
nature, such as from flood, fire, disease, storm, seizure, theft, etc., all of which 
are a prevalent risk in the foreign investment field. 

(4) The regulations concerning withdrawal should be equitable 

Under the part 1V provisions, the income of a foreign branch becomes subject 
to tax when it is considered to be withdrawn from the branch. The amount of 
branch income withdrawn for any taxable year is an amount equal to the excess 
of the taxpayer’s investment in the elected branch at the beginning of the year 
plus the branch income, or minus the branch loss, of such branch for such year, 
over the taxpayer's investment in such branch at the close of the year. The basis 
on which the taxpayer shall determine the investment it has in an elected branch 
at any time may be prescribed through regulations issued by the Secretary or 
his delegate. Likewise, the Secretary or his delegate, by regulations, may deter- 
mine from the branch income of what year or years an amount of income deter- 
mined to be withdrawn was paid, treating withdrawals as having been paid 
from the most recent income of the branch. 

It will be seen that under part 1V the determination of whether income is with- 
drawn or deferred, and also how much income is withdrawn, will depend to a 
large degree on the regulations prescribed by the Secretary or his delegate. Thus, 
until regulations are issued the exact results of an election under part IV are 
not ascertainable. 

(5) Taxpayer should have right to terminate election 

Inasmuch as the regulations can be changed at will by the Secretary and 
changes in the law also might materially affect the consequences of the election, 
the law should provide that the taxpayer shall have the right to terminate his 
election under part IV voluntarily upon the issuance of regulations or upon 
amendments to the code involving a change which would materially affect the 
consequences of such election. 


IIT. Creprr ror In-Liev Taxes SHoutp Br PRESERVED AND PrincrPaL TAXEs 
Mop!IrFrep. 


The President in his budget message of January 21, 1954, declared that “the 
present definition of foreign taxes which may be credited against the United 
States income tax should be broadened to include any tax other than an income 
tax, which is the principal form of taxation on business in a country, except 
turnover, general sales or excise taxes, and social-security taxes.”” He repeated 
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this statement in his recommendations to Congress on foreign economic policy 
of March 30, 1954. This certainly implies retaining what is now granted and 
giving something more. 

The Ways and Means Committee report (H. Rept. 1887) also states that the 
foreign tax credit provision in section 131 Internal Revenue Code, was originally 
designed to produce uniformity of tax burden among United States taxpayers, 
irrespective of whether they were engaged in business in the United States on 
abroad (p. 76). Inequalities have resulted because certain taxes that were 
imposed in lieu of income taxes were not recognized by the Treasury as income 
taxes according to the American concept of an income tax, and were disallowed 
as credits. This meant that the taxpayer would have to bear a heavier aggre- 
gate burden in the foreign country than at home. 

This is another expression of the idea contained in the Senate Finance Com 
mittee report made in 1942 on section 131 (h), Internal Revenue Code, which 
noted that in substance (1) the Treasury and the courts had construed the 
section too narrowly, (2) the amendment was to extend the scope of the section 
and cover such foreign taxes as those measured by gross income, gross sales, 
or a number of units produced within a foreign country which were in lieu of 
an income tax that would otherwise be imposed, and (3) the only limitation on 
the credit is in section 131 (b), Internal Revenue Code. 

Under the regulations, however, since the 1942 amendments, credit has been 
allowed only for a tax in complete substitution for an income tax. Neither 
the regulations nor Treasury rulings have reflected the liberal intent of Congress 

In view of this situation, the chairman of the Senate Finance Committee at the 
time the liberalizing amendment was adopted, Senator Walter F. George, wrote 
a letter to the Secretary of the Treasury on May 29, 1952 (Congressional Record, 
June 27, 1952), stating that he was disturbed because the reguiations of the 
Treasury were not conforming to the intent of Congress as reflected in the 
committee report covering section 131 (h), Internal Revenue Code. He said 
the present Treasury regulations cover only one class of taxes intended to be 
allowed as a foreign tax credit, as shown by the explanation in the 1942 Senate 


Finance Committee report (S Rept. 1631, 77th Cong., 2d sess., pp. 131, 132) 
Briefly, Senator George proposed adding to the existing regulations provisions 


to cover a tax allowed as a credit or a deduction in computing the foreign 
income tax, and, in the latter case measured, for example, by gross income, 
sales, or the number or price of units produced in a foreign country or posséssien 
of the United States, which, as shown by its legislative history, is intended to 
reach income in its broadest sense. Such a tax would, of course, have to be paid 
by the taxpayer and not passed on to the consumer 

After considering the letter of Senator George for a year and a half, the 
Treasury has brought forth the new concept which, according to the statement 
in the President’s budget message, is intended to broaden the credit “to inelude 
any tax other than an income tax, which is the principal form of taxation on 
business in a country, except turnover, general sales or excise taxes, and social 
security taxes.” 

Section 901 (b) of H. R. 8300 allows the credit for a principal tax plus the 
amount of any income taxes paid to a political subdivision but only as an 
alternative to the credit for income, war profits, and excess-profits taxes paid 
to a foreign government. In other words, only a national principal tax will 
qualify and the credit for it is in complete substitution for the credit for the 
national income tax. This is simply a reaffirmation of the existing Treasury 
concept of a credit under section 131 (h) for a tax in complete substitution for 
an income tax and does not reflect the broader interpretation proposed by Senator 
George or implied by the President's message 

The “principal tax” concept is actually narrower than the “in lieu of tax’ 
concept in two respects : 

(1) Under existing law, the credit, within the limitations of section 131 (b), 
can cover one or more “in lieu of” taxes plus any income tax. The new concept 
allows credit only for one principal tax on each separate trade or business 
and then only as an alternative to the income tax 

(2) An in-lieu tax can be a tax that is generally imposed, but section 908 
excludes from the definition of a principal tax any sales, turnover, property or 
excise tax that is generally imposed 

Moreover, the new concept is also objectionable because it does not overcome 
two criticisms of the present provisions: 

(1) House Report 1337, at page 76, says the foreign tax credit “has created 
substantial incentives for foreign governments to increase their taxes on Ameri- 
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can-owned firms and has led others to pattern their systems after the Americans 

tax structure, irrespective of whether it is appropriate to their economies.” 

While it may be true that some governments have been induced to raise their 

rates of income tax to absorb the United States credit, they would, under the new | 
concept, merely have to levy on a particular American company, or its sub- 4 
sidiary, any kind of tax, which would not be related in any way to income, but 

would be large enough to absorb the credit allowed by the United States. 

(2) The explanation given for repealing section 131 (h) was that it gave rise 
to difficulties in interpretation, yet the very repeal of the existing subsection would ‘ 
probably make it necessary for the Treasury to pass anew on each case to deter- 
mine whether the particular tax would qualify as a principal tax. As the terms 
“sales, turnover, property, or excise taxes” seem to embrace virtually every kind 
of tax (excepting possibly social-security and income taxes mentioned immediately 4 
thereafter), the only criterion for a principal tax is whether it is not generally : 
imposed. The bill contains no clue to the meaning of “generally imposed,” 
although the House report distinguishes ‘selectively imposed” taxes. It seems 
clear that difficulties of interpreting the bill will be as great, if not greater, than 
those which have been experienced in interpreting the in lieu provisions. The 
concept of a tax wholly or partially in lieu of an income tax in the light of its 
legislative history is much more reliable. 

It is significant that Senator George’s interpretation of the congressional intent 
in enacting section 131 (h) would allow credit for excise taxes paid by the tax- 
payer, whereas suction 903 would cover them only if selectively imposed. Senator 
George’s reference to taxes measured by gross income gross Sales, or the number 
or price of units produced corresponds to the taxes in section 903 called turnover, 
sales, and excise taxes, and the reference in the report to production taxes 
(p. A251). 

However, the former concept would cover them even if generally imposed, 
whereas the new concept covers them only if selectively imposed. 

Senator George said that the present law should cover the aggregate of one or 
more “in lieu of” taxes and any income tax, whereas the new concept allows 
credit for only one principal tax, and if such credit is taken, no credit is allowed 
for the income tax. This is so even if the aggregate of all said taxes was less 
than the United States tax on income from sources in the foreign country. 

It is therefore concluded: 

The new concept in its present form narrows, rather than broadens, the scope 
of the credit, deprives those entitled to the benefits of section 131 (h) since 
1942, and may give in return nothing, or something less than they would have 
previously received. 

The substance of section 131 (h) should be incorporated in the Senate bill, with 
a clarifying retroactive amendment to carry out the objectives of Senator George. 
The “in lieu of” tax should be allowed as a credit against the United States tax 
whether (1) serving as a credit or deduction in computing the foreign income 
tax, or, (2) in any other way to reduce the amount or the rate of such foreign 
income tax. 

The concept of “principal tax” should be amended so as to broaden the defini- 
tion of taxes allowable as credits and assure the credit for all such taxes as well 
as any income tax or tax in lieu thereof, within the limitation of the amount of 
the United States tax on income from sources in the foreign country. 

Briefly, in order to obviate the restriction of the credit’s scope by the new 
concept, it is necessary—(a) to restore the “in lieu” concept; (0) to remove the 
requirement that the principal tax be an alternative to the income tax; and 
(c) to remove the exclusion of the principal tax when generally imposed. 

Suggestions for amendments follow. 
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SUGGESTED AMENDMENTS TO SECTIONS 901 (B), 902, 903, AND 955-——H. R. 8300 4 


(1) Amend section 901 (b) (1) to read: 
“(1) CrrIzeENs ANp DOMESTIC CORPORATIONS.—In the case of a citizen of the 
United States and of a domestic corporation the sum of— 

“(A) the amount of any income, war profits, and excess profits taxes paid 
or accrued during the taxable year to a foreign country or to a possession of 
the United States; and 

“(B) the amount of any principal taxes described in section 903 for each 
separate trade or business of the taxpayer paid or accrued during the taxable 
year to a foreign country or possession of the United States.” 

(2) Amend section 902 to read: 
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“SEC. 902. CREDIT FOR CORPORATE STOCKHOLDERS IN FOREIGN 
CORPORATION. 

“(a) TREATMENT OF TAXES PAID By FOREIGN CORPORATION.—F or purposes of this 
subpart, a domestic corporation which owns at least 10 per centum of the voting 
stock of a foreign corporation from which it receives dividends in any taxable 
year shall be deemed to have paid the same proportion of the sum of the following 
taxes as the amount of such dividends bears to the amount of the accumulated 
profits of such foreign corporation from which such dividends are paid— 

“(1) any income, war profits, or excess profits taxes paid or accrued by 
such foreign corporation to any foreign country or to any possession of the 
United States, on or with respect to such accumulated profits, and 

“(2) at the election of the domestic corporation, for each year involved 
in the computation of the credit permitted by this section, any principal 
taxes described in section 903 for each separate trade or business paid or 
accrued during such year to the government of any foreign country or any 
possession of the United States by such foreign corporation, but only in the 
proportion of such principal taxes which the accumulated profits of such 
foreign corporation for such year bear to its gains, profits, or income for 
such year; and not exceeding an amount computed by multiplying such 
foreign corporation’s accumulated profits for such year by’ a percentage 
equal to the sum of the normal tax rate and the surtax rate prescribed in 
section 11 which apply to the taxable income of the domestic corporation 
for the taxable year of the domestic corporation in which such dividends 
are includible in its gross income; and 

“(3), the taxes deemed to have been paid by such foreign corporation under 
subsection (b), but only in the proportion specified in paragraph (2) of this 
subsection. 

“(b) ForerigN SupsipiAry or Foreign Corroration.—If such foreign corpora- 
tion owns 50 per centum or more of the voting stock of another foreign corpora- 
tion from which it receives dividends in any taxable year, it shall be deemed 
to have paid the same proportion of the sum of the following taxes as the amount 
of such dividends bears to the amount of the accumulated profits of the corpora- 
tion from which such dividends are paid : 

“(1) any income, war profits, or excess profits taxes paid or accrued by 
such other foreign corporation to any foreign country or to any possession of 
the United States, on or with respect to such accumulated profits: and 

“(2) at the election of the domestic corporation, any principal taxes paid 
or accrued by such other foreign corporation to the government of any 
foreign country or of any possession of the United States, under the cireum- 
stances aud subject to the limitations described in subsection (a) (2), but 
as if such other foreign corporation were the foreign corporation described in 
such subsection.” 

(8) Amend section 908 to read: 


“SEC. 903. DEFINITIONS. 

“(a) Taxes In Liev or INCOME, ETC., TAXES. 

“(1) For the purpose of section 131 (h), Internal Revenue Code of 1939, as 
amended, and sections 901, 902, and 955 and section 164 (b) (6), the term “in- 
come, war profits, and excess profits taxes” shall include a tax paid wholly or 
partially in lieu of a tax upon income, war profits, or excess profits otherwise 
generally imposed by any foreign country or by any possession of the United 
States. 

“(2) In determining whether a tar is wholly or partially in lieu of an income 
tax such as, for example, by reason of being imposed on a statutory definition 
of income, or by being based on gross income, gross sales or the number or price 
of units produced, or by including in its base the assets which produce the income, 
or by being allowed as a credit or deduction in computing an income taz, or in 
any way reducing the amount or the rate of such tag, or through replacing the 
general profits tar is supplemented by an income tar, and whether or not such 
tax is shown by its legislative history to reach income in its broad sense, the 
Secretary or his delegate shall take into account the terms of the law of the 
country which imposes the tar. 

“(b) PRINCIPAL TAx. 

“For purposes of this subtitle, the term “principal tax’’ means any tax paid or 
accrued during the taxable year to the government of a foreign country or of a 
possession of the United States which is attributable to the operation of a trade 
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or business regularly carried on by the taxpayer and which constitutes a principal 
source of tax revenue to such government from such trade or business, except 
that— 

“(1) no general sales or real property tax imposed by such government, 
and, 

“(2) no income, war profits, or excess profits tax, shall be included as a 
principal tax or be considered for the purpose of determining such principal 
source of tax revenue. 

“(c) FOREIGN COUNTRY OR POSSESSION, 

“For the purpose of sections 901, 902, 908, and 955, the term ‘foreign country 
or any possession of the United States” includes any political subdivision of such 
country or possession.” 

(4) Amend section 904 to read: 

“SEC. 904. LIMITATIONS ON CREDIT. 

“(a) LImMrrarions.—The amount of the credit in respect of all taxes, including 
those defined in section 903, paid or accrued to any country shall not exceed 
the same proportion of the tax against which such credit is taken (computed 
without regard to the credit under section 37 relating to credit with respect 
to business income from foreign sources) which the taxpayer’s taxable income 
from sources Within such country (but not in excess of the taxpayer’s entire 
taxable income) bears to his entire taxable income for the same taxable year. 
In the case of a corporation allowed a credit under section 37, the amount 
determined under the preceding sentence shall be reduced by the amount of 
such credit in respect of income from sources in such country.” 

(5) Amend section 955 to read : 

“SEC. 955. FOREIGN TAX CREDIT. 

“For purposes of section 901, a domestic corporation which has withdrawn 
branch income from an elected branch under section 954 for any taxable year 
shall be deemed to have paid the same proportion of the sum of the following 
taxes as the amount of such branch income withdrawn bears to the amount of 
the branch income (as determined under section 954 (c)) from which such 
branch income is withdrawn 

“(1) any income, war profits, or excess profits taxes or accrued by such 
branch to any foreign country or to any possession of the United States, 

on or With respect to such branch income ; and 

“(2) at the election of the domestic corporation, for each year involved 
in the computation of the credit permitted by this section, any principal 
taxes described in section 903 for such trade or business paid or accrued 
during such year to such government by such branch, but only in the 
proportion of such principal taxes which the branch income of such 
branch for such year bears to such branch income (computed without the 
deduction for any income, war profits, and excess protits taxes paid or 
accrued to any foreign country or to any possession of the United States) 
allocable to such branch for such year; and not exceeding an amount com- 
puted by multiplying the branch income of such branch for such year by 
a percentage equal to the sum of the normal tax rate and the surtax rate 
prescribed in section 11 which apply to the taxable income of such domestic 
corporation for its taxable year in which such branch income withdrawn 
is includible in its gross income.” 

The reference to the opening sentence of the proposed amendment to section 
908 (a) (1) inserts the language “for the purpose of section 131 (h), Internal 
Revenue Code of 1939, as amended” so as to indicate with maximum clarity and 
directness the retroactivity of the restored provision. As an alternative to such 
method of showing retroactivity, a similar result could be achieved by amending 
section 7851 (a) (1) (A) to read as follows (additional language indicated by 
italic) : 

(A) Chapters 1, 2, 4, and 6 of this title shall apply only with respect to taxable 
years beginning after December 31, 1953, and ending after the date of enact- 
ment of this title, and with respect to such taxable years, chapters 1 (except 
sections 148 and 144) and 2, and section 3801, of the Internal Revenue Code 
of 1939 and hereby repealed, except that section 109 of such code is clarified 
by section 921 of subtitle A and section 131 (h) of such code is clarified by section 
903 (a) of subtitle A of the Internal Revenue Code of 1954. 
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IV. TAXPAYERS SHOULD Be ALLtowep To E Lect PER COUNTRY OR OVERALL 
LIMITATION ON Foretcn TAX CREDIT 


In 1921 Congress placed on the foreign tax credit a provision, to prevent the 
credit from reducing the tax on domestic income, which is known as the overall 
limitation. This means that the total amount allowed as credit for foreign 
taxes may not exceed the proportion of income from sources without the United 
States to the entire taxable income or, in other words, the part of the United 
States tax that corresponds to income from foreign sources. It does not prevent 
the.taxpayer from treating his foreign business as a whole and contains no 
provision concerning the allocation of items of income and expense to the sub 
sidiary or branch in each foreign country. Furthermore, it does not prevent 
the averaging of the rates in certain countries that are higher than the United 
States rate with the rates in other countries that are lower. 

This was the only limitation on the foreign tax credit during the great period 
of expansion of American investments abroad until 1932, when the so-called per 
country limitation was introduced; that is to say, in addition to the foregoing 
limitation the foreign-tax credit was limited also by the same proportion of the 
United States tax as income from sources in a given foreign country bears to 
entire net income. This prevents the averaging of foreign tax rates just 
described. 

Section 904 of H. R. 8500 provides as a limitation on the foreign-tax credit 
only the per country limitation and repeals by omission the overall limitation. 
House Report No. 1337 explains that the repeal of the overall limitation is 
because “it discourages a company operating profitably in one foreign country 
from going into another country where it may expect to operate at a loss for a 
few vears.” This means that a domestic corporation with a branch in country 
A, which realizes a loss, may offset said loss against domestic income, thereby 
reducing the domestic tax on domestic income. Incidentally, this benefit may 
be nullified if said corporation elects the regime of deferral of income in order 
to enjoy the 14-percent reduction (granted in sections 37, 923, and 951), because 
in that case the corporation may not take the branch loss as a current deduction 
or as a deduction on the termination of the branch (H. Rept. 1337, pp. A261 
and A262). 

Some taxpayers are benefited by the amendment in section 904 of H. R. 8300, 
which permits the offset of foreign losses against domestic income. Other 
taxpayers feel very strongly that it would be to their advantage to repeal the 
per country limitation instead of the overall limitation. The latter proposal 
has been advocated by NFTC. 

We, therefore, urge that you grant taxpayers the election as to whether 
they will apply the overall or the per country limitation in computing their 
foreign tax credit. 





V. INEQUITABLE RESTRICTION ON PURCHASING OUTSIDE HEMISPHERE BY WESTERN 
HEMISPHERE TRADE CORPORATIONS SHOULD BE REMOVED 


Section 921 of H. R. 8300 replaces section 109 of the existing code with an 

amendment intended to correct prospectively an inequitable ruling disqualifying 
otherwise eligible concerns merely because they purchase goods outside the 
Western Hemisphere. The ruling having been contrary to congressional intent 
and what had generally been considered the well-established rule, it should be 
overruled retroactively, and the new matter phrased as a clarifying amendment. 
This could be accomplished by an amended text as follows: 
“for purposes of this subtitle and of section 109, Internal Rerenue Code of 1939 
as amended, the term ‘Western Hemisphere Trade Corporation’ means a domestic 
corporation all of whose business (other than purchases incident thereto) is done 
in any country or countries in North, Central, or South America, or in the West 
Indies, and which satisfies the following conditions” : ete. 

The language indicated by the first italic in the above paragraph appears to 
be the most clear and direct method for accomplishing retroactivity. An alter- 
native method for accomplishing same result would be the following clarifying 
amendment to section 7851 (a) (1) (A) (additional language indicated by 
italic) : : 

(A) Chapters 1, 2, 4, and 6 of this title shall apply only with respect to taxable 
years beginning after December 31, 1953, and ending after the date of enactment 
of this title, and with respect to such taxable years, chapters 1 (except sections 
143 and 144) and 2, and section 3801, of the Internal Revenue Code of 1939 are 
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hereby repealed, except that section 109 of such code is clarified by section 921 
of subtitle A and section 131 (h) of such code is clurified by section 903 (a) of 
subtitle A of the Internal Revenue Code of 1954. 

It should aiso be noted that the parenthetical phrase in section 921, “(other 
than incidental purchases)” is ambiguous since it is not clear whether the word 
“incidental” should be interpreted according to dollar volume, on a percentage 
basis, on the basis of frequency or whether incident to the trade or business 
conducted in the Western Hemisphere. In lieu of the above parenthetical inser- 
tion whose ambiguities would lead to administrative difficulties and litigation, 
there should be substituted “(other than purchases incident thereto)” which is 
similar to the phrase “incident to the conduct of its trade or business” contained 
in section 39.109—1, regulations 118 with which taxpayers are familiar. 


(The following letter and enclosure was later received for the 
record :) 


NATIONAL FOREIGN TRADE COUNCIL, INC., 
Tax COMMITTEE, 
New York 6, N. Y., April 21, 1954. 
Hon. EvGene D. MILLIKIN, 
Chairman, Senate Committee on Finance, 
Senate Office Building, Washington, D. C. 


My Dear SENATOR MILLIKIN: May I supplement the material submitted to 
your committee last Tuesday, April 13, by Mr. James and myself on behalf of the 
National Foreign Trade Council with the enclosed copy of a letter to the Hon- 
erable Marion Folsom, Under Secretary of the Treasury, which states as 
briefly as possible what we feel should be done in order to make the provisions 
in H. R. 8300 concerning the 14 percent credit and the credit for foreign taxes 
conform to the President’s statements on these subjects in his messages on the 
budget and foreign economic policy. 

Yours respectfully, 
MITCHELL B. CARROLL. 





NATIONAL FoREIGN TRADE CoUNCIL, INC., 
Tax COMMITTEE, 
New York 6, N. Y., April 12, 1954. 
Hon. MARIon Fousom, 
Under Secretary of the Treasury, Washington, D.C. 


Dear Mr. Fo.rsomM: We wish to thank you for giving us at 5 p. m. on last 
Friday, April 9, an opportunity to express to you and Messrs. Smith and Sauer 
our concern about certain provisions of H. R. 8300 which do not conform to the 
pertinent statements in the President’s messages on the budget and foreign eco- 
nomic policy as follows: 

(a) To conform the 14 percent credit to the unqualified objective of giving 
it to “business income from foreign subsidiaries and from segregated foreign 
branches which operate and elect to be taxed as subsidiaries,” the bill should 
be amended (1) by removing the discrimination against permanent establish- 
ments abroad engaged principally in wholesale, regardless of whether the goods 
are manufactured abroad or in the United States; (2) by replacing the present 
list of beneficiary establishments by the concept of permanent establishment in 
the 14 income tax treaties to which the United States is a party (see NFTC 
statement No. M.-5968, p. 12) ; (83) by removing the 25 percent restriction on the 
destination of goods manufactured (ibid. p. 12) and by modifying the stock 
ownership requirements (ibid. p. 18) and 

(b) To conform the bill to the House Report 337, (p. A. 254), the term “con- 
struction” should be inserted after “engineering” in section 923 (a) (2) of 
H. R. 8300. 

(c) To carry out the President’s statement in the above messages that the 
“present definition of foreign taxes which may be credited against the United 
States income tax should be broadened to include any tax other than an income 
tax, which is the principal form of taxation on business in a country except turn- 
over, general sales or excise taxes, and social security taxes,” H. R. 8300 should 
be amended: 

(1) by incorporating therein the provisions of section 131 (h), Internal 
Revenue Code 1939, with a clarifying amendment to carry out the original 
intent as set forth in the Senate Finance Committee report 1942 and the 
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letter from that committee’s chairman to the Treasury of May 29, 1952 
(ibid. pp. 19, 20), such as by inserting “wholly or partially” before “in lieu 
of,” by adding other clarifying language (ibid. pp. 24, 26), and allowing 
eredit for the aggregate of such taxes and any income tax within the pre- 
scribed limitations ; 

(2) by allowing the credit for a principal tax in addition to the credit 
income taxes and taxes wholly or partially in lieu thereof within the 
prescribed limitation (ibid. pp. 23-26). 

The definition of principal tax should be made less restrictive (ibid. p. 24). 

Arguments to support the above and other proposals are set forth in the at- 
tached statement (ibid. pp. 19-23). We should welcome the opportunity of 
discussing with your technical experts these proposals, which were carefully 
considered and unanimously adopted by the NFTC Tax Committee. 

Yours respectfully, 

GEORGE F’. JAMES, 
MITCHELL B. CARROLL. 


The Cuarman. Mr. Nathan, please make yourself comfortable and 
identify yourself to the reporter. 


STATEMENT OF ROBERT R. NATHAN, AMERICANS FOR 
DEMOCRATIC ACTION 


Mr. Natuan. My name is Robert R. Nathan. I am a consulting 
economist, and I appear here on behalf of the Americans for Demo- 
cratic Action, of which I am chairman of the national executive 
committee. 

Mr. Chairman, we have submitted a statement, and I will just make 
a few very brief comments, in view of the time. 

(Mr. Nathan’s prepared statement follows :) 


STATEMENT OF AMERICANS FOR DEMOCRATIC ACTION ON TAX REDUCTION PROPOSALS 
PRESENTED BY RosErT R. NATHAN 


Gentlemen, my name is Robert R. Nathan. I am a consulting economist, 
and I appear here today on behalf of Americans for Democratic Action, of which 
I am the chairman of the national executive committee. 

ADA appreciates the opportunity to appear here to present its views on the 
important question of tax revision which is now being considered by this 
committee. These hearings are particularly significant in view of the fact that 
the House Ways and Means Committee refused to permit nongovernmental 
witnesses to appear before it and to address themselves to the revenue aspect of 
H. R. 8300, a bill to revise the internal-revenue laws of the United States. 

ADA has stated in the past and emphasizes again the importance of recog- 
nizing that the threat of Communist expansion in many parts of the world 
continues to demand large outlays by our Government for security purposes. 
The dangers facing the free nations of the world require that this economically 
powerful Nation of ours give primary attention to defense mobilization essential 
for securing the peace. The cause of peace and security will certainly not 
be furthered by principal emphasis on lower taxes and a balanced budget, with 
spending for defense a residual consideration. We fear that there has already 
been too much of this kind of perverse thinking. 

ADA has confidence in the ability of the American economy to meet the needs 
of an adequate defense program, to provide assisance to the undeveloped and 
underdeveloped countries of the world, and to support essential governmental 
programs for resource development and for expanding welfare services. Our 
growing productive capacity permits us to satisfy these requirements and at 
the same time to support a sizable investment program and an expansion in 
private consumption. We do not share the defeatism of those who fear that 
our economy will be bled white by supporting essential governmental activities. 

The primary prerequisite for meeting all our needs is a fully employed and 
expanding economy. If we dedicate ourselves to sustained high levels of 
employment and prosperity, then high levels of expenditures for security and 
for the well-being of our citizens can be paid for out of record incomes and 
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profits of corporations and individuals. Therefore, we suggest respectfully 
that in considering this problem of taxation your committee give particular 
attention to both the economic health of the country and the total needs of our 
Nation. 

Since the middle of 1953, economic activity in the United States has been de- 
clining. We do not believe that a deep and prolonged depression is in prospect 
Yet we are concerned about tendencies toward complacency with respect to the 
present level of unemployment and of wasted resources. Underproduction and 
unemployment are wasteful—yes, they represent a waste of the productivity of 
our manpower and of our machinery and equipment. The loss of production is a 
waste because it cannot and will not be recovered. Today, our national pro- 
duction is some $10 billion lower than it was in the middle of 1953. Even that 
is not a true reflection of the loss and waste because our increasing population 
and rising productivity make possible a higher level of output in 1954 than in 
1953. At the same degree of full employment which prevailed in the middle of 
1953, our present level of production would probably be about $20 billion—at an 
annual rate—higher than it was then. We are literally throwing that amount 
of production down the drain to be lost forever. 

There are many in the administration and in Congress who speak boastfully 
about our present prosperity. In essence, they state that: “This year, 1954, will 
be just a little short of 1953, and last year was the best year in our history. 
Production in 1954 will be the second highest in our history. We cannot expect 
to reach new peaks every year.” Gentlemen, these men sell America short. We 
can reach new peaks every year and we should strive to reach new peaks every 
year. We do not mean to imply that the same conditions prevail now as pre- 
vailed in 1930, but it might be of interest to note that production in 1930 was only 
moderately below that of 1929 and economic activity in 1980 was one of the best 
years up to that time. 

We cannot afford to stand on past records. Even if production and employ- 
ment were to continue at the same absolute level of 1953, in a few short years we 
would be faced with catastrophic levels of unemployment. We must move 
ahead and our economic policies must be geared to steady growth. 

ADA does not believe that depressions or even recessions are inevitable 
Fluctuations in economic activity in a free economy are likely to occur. As a 
matter of fact, the history of the American economy leads to the conclusion that 
booms and busts of varying severity will certainly recur if nothing is done to 
prevent them. We believe that great progress has been made in the last 20 
years to overcome business cycles which previously had been accepted as in 
evitable phenomena. We believe that, without compromising the busie princi 
ples of a free and democratic society, even moderate fluctuations in business 
activities can be minimized by appropriate Government action. We urge your 
acceptance and dedication to this belief. 

The principal deterrent to continued economic growth has been an inadequate 
demand for the goods and services which our economy cam produce. Business- 
men do not like to curtail their production and to reduce their working staffs. 
Given a market for the products which they can turn out, businessmen will 
employ all available workers and will fully utilize the productive capacity of 
their plants. The present business slump can be traced directly to the problem 
of inadequate demand. Some say that the present decline is an inventory 
recession but this is mistaking the symptom for the cause. Inventory adjust- 
ments could be readily made without general unemployment if there were 
adequate total demand. 

Some people contend that the present recession can be overcome primarily by 
reducing taxes on individuals with high incomes and taxes on corporations 
so as to provide greater incentives for investment. ADA does not believe that 
this provides the correct solution to our present difficulties. The administra- 
tion has published figures indicating that plant and equipment expenditures 
of American business will be 4 percent lower in 1954 than in 1953. These figures 
obscure the true trend, because on the basis of the administration’s own figures, 
analyzed on a quarterly basis, the level of investment expenditures for plant 
and equipment will be about 10 percent lower before the end of this year than 
it was in the third quarter of 1953. This represents a serious decline in busi- 
ness spending. We do not believe that this reduction in business investment 
expenditures can be traced to high taxes, nor do we believe that just reducing 
taxes on higher incomes and corporate profits will reverse this trend. Busi- 
nessmen will not invest, even if taxes are lower, if they do not have confidence 
that there will be a market for the goods which this expanded capacity can 
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produce. Why will investment increase when there is idle capacity? The great- 
est inducement to investment is a growing market for the products of industry. 
We believe we cannot emphasize this point too strongly. We believe the greatest 
error in the tax policy of the present administration derives from the failure 
to recognize the importance of consumption as a determining factor in the level 
of investment. 

The primary damper on investment and production at the present time is 
the inadequate consumer market for the products and services of business. The 
way to increase investment at this time is to increase consumption. 

Tax reductions at an annual rate of approximately $6 billion have already 
occurred. Of this total, $2 billion went to corporations when the excess-profits 
tax expired on December 31, 1953. Another $3 billion in revenue was lost when 
reduced invididual income-tax rates went into effect after December 31, 1953. 
One billion drop in revenue resulted from the reduction in excise levies which 
became effective April 1. 

There are three comments which we should like to make with respect to the 
tax reductions to date. 

First, we abhor the deception which has been practiced by those who have con- 
tended that these tax reductions were made possible by curtailed expenditures 
by the new administration. Actually, governmental expenditures have not been 
reduced by anywhere near this magnitude. In the first half of the current 
fiscal year cash disbursements by the Federal Government were approximately 
equal to the cash disbursements of the first half of the preceding fiscal year 
For the total fiscal vear, ending June 30, 1954, Federal Government cash disburse- 
ments will only be fractionally lower than in the fiscal year ending June 30, 1953. 
When the final figures on actual disbursements and actual receipts for the cur- 
rent fiscal year are tabulated, we believe that the American people will realize 
that they have been misled by the false claim that the huge tax reductions have 
been made possible by huge savings. We believe that if the budget for fiseal 
year 1954-55 makes adequate provision for the necessary defense of the United 
States and the necessary assistance to our allies and friends throughout the 
world and for essential welfare programs, the projected expenditures will not 
justify the claims that have been made so glibly about the tax cuts coming 
from the elimination of waste and the reduction of expenditures. 

As a second observation, we believe that in and of itself a balanced budget is 
desirable. However, we would prefer an unbalanced budget to mass unemploy- 
ment. Therefore, any substantial reduction in taxes designed primarily to 
bolster a weakening. economy and to restore full employement and expansion 
is commendable, even though it results in an unbalanced budget. We do not 
believe that most of the tax reductions to date have been designed primarily 
for the purpose of halting the decline in business and of reestablishing full 
employment. Had this been the principal objective, the nature and the char- 
acter of the reductions would have been considerably different That leads 
us to our third observation. 

The tax reductions to date have served principally to give relief to corpora 
tions and to the higher income groups. The benefits to the lower income groups 
have been relatively insignificant. On that score, we believe that these reductions 
have not been designed primarily to bolster the economy Chere is little point 
in making additional funds available for investment when these funds are not 
likely to be invested because of uncertainty of consumer demand. When the 
businessman has doubts about the market for his goods and his services, he is 
not likely to increase his productive capacity. That is just plain commonsense 
and good business. Had the tax reductions to date been dictated by the needs 
of the economy, there would have been much more relief for those in the low- 
income levels and much less relief for those in the higher income levels. Even 
the cut in excise taxes will have limited effects on the lower income groups be- 
cause the savings relate principally to luxuries and semiluxuries. The very mild 
opposition of the administration to the cut in excise taxes as distinguished 
from the very determined opposition to raising the exemptions is a manifesta- 
tion of a failure to appreciate the simple economic fact that in our present 
Situation increased consumer demand is the key to renewed prosperity and ex- 
panding production. The decision to delay recommendations for increasing 
the minimum wage is similarly a manifestation of unsound economic thinking. 

The emphasis in tax reductions to date on giving greater incentives to invest- 
ment rather than to increasing consumption is also apparent in the tax bill now 
under consideration by your committee. It is well and good to worry about 
taxation effects on investment incentives when there is plenty of demand for 
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goods and services and a lack of investment capital; but we should make sure 
now that there is enough demand to make investment profitable in the first 
place. Our major objection to the tax bill which is being considered by your 
committee is that this bill will primarily benefit corporations and individuals 
in the upper income levels. We believe in incentives for business and we believe 
in rewards for risk and for venture capital. But, we believe that it is unsound 
economics to ignore the very important fact that consumer demand is the prin- 
cipal determinant of the level of investment. 

By 1956, when the full effect of the present tax bill would be felt, revenue 
losses would exceed $38 billion. The overwhelming proportion of the benefit 
will go to corporations and individuals in the upper income levels. This bill, 
coupled with the fax reductions to date will significantly reduce the degree of 
progressivity in our entire tax structure. 

As already stated, we are fully cognizant of the importance of incentives to 
business. and to individuals for investing their funds. Yet, we believe that 
progressive taxation is not only equitable but also in the best interests of the 
economy. Asa matter of fact, progressive taxation helps to bring stability to the 
economy. When taxes are progressive, the total levei of Government revenue 
tends to rise or fall proportionately more than the increase or decrease in the 
national income. Therefore, in periods of boom, the disproportionate rise in 
Government revenues becomes anti-inflationary and helps to yield budget sur- 
pluses and to stabilize the economy. In periods of declining activity or defla- 
tion, the more than proportionate drop in Government revenues tends to result 
in deficits and to halt the drop in the economy. We believe that this is a de 
sirable economic consequence of a progressive tax system. Tendencies to make 
our tax system less progressive will introduce a greater element of instability in 
our economy. 

There is one specific provision of H. R. 8800 to which ADA takes particular 
exception. The preferential treatment of income in the form of dividends is 
particularly undesirable and unwarranted. If the present provision for bene- 
fiting dividend recipients is enacted into law, about $250 million of tax savings 
will be enjoyed by stockholders in the first year and over $750 million of tax sav- 
ings will be enjoyed by stockholders each year by 1956. These stockholders repre- 
sent only a very small percentage of the families in our countries and the great 
bulk of these savings would be enjoyed by a fraction of 1 percent of all our 
citizens, all of whom are in the higher income brackets. Contrary to tendencies 
in the past to give preferential tax treatment to earned income, today the ad- 
ministration proposes to give preferential treatment to unearned income. We 
believe that the method which has been proposed for this tax relief is contrary 
to every principle of fairness and soundness in the whole field of taxation. 

The supporters of preferential treatment for dividend recipients have sug- 
gested that this measure is designed to restore equity in the tax structure by 
eliminating double taxation. We have serious doubts about this argument about 
double taxation. Corporations are separate entities. In periods of full em- 
ployment there are many who believe that corporate income taxes are largely 
passed on to the consumer in the form of higher prices. In any case, paying a 
pay many taxes in many forms. 
be imposed on the amount accumulated which is reasonable and a deduction 

Even if the principle of double taxation and the desirability of dividend tax 
relief were acceptable, the method proposed in H. R. 8300 is a singularly inequi- 
table one, as Prof. Richard A. Musgrave of the University of Michigan pointed 
out in his letter to the Washington Post several days ago. Those dividend re- 
cipients who are in higher income brackets will benefit much more than those 
who are in the lower income brackets. This particular tax-relief provision vio- 
lates every principle of justice and equity and sound economics as between in- 
dividuals of different income levels. The way in which the benefit applies 
hardly justifies any expression of concern for the poor widow who relies on 
dividend income for her means of livelihood. Proportionately, the very high in- 
come people will be the particular beneficiaries of this unjust provision. It 
would be much more logical to exempt dividends from the corporate income tax 
and apply the corporate tax only to the undistributed profits. Then, all divi- 
dends received by individuals could be taxed at the appropriate rate. 

Again we wish to emphasize that we have serious doubts about this whole 
question of double taxation and the need for special relief for dividend recipi- 
ents. The retention of a large portion of corporate profits by the corporation and 
the resulting rise in the value of corporate equities which are ultimately subject 
to the low tax rate on capital gains should be taken into account when consid- 
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ering the position of corporate shareholders. It should be further noted that 
dividend payments have been rising whereas other types of income have been 
declining. It is not sensible to give big benefits to those who have suffered no 
shrinkage of income as compared with those whose incomes have been falling. 
Relief to dividend recpients will probably increase savings more than spending. 

To greater or lesser degree, most of the other provisions in this present tax bill 
are geared to help the higher income groups and corporations rather than the 
lower income groups. Even some of the provisions which on the surface appear 
to help those with low incomes are drawn up in a way which reduce their use- 
fulness for the low-income brackets. For instance, the exemption for working 
wives must be recorded as itemized reductions, thereby eliminating the standard 
10 percent reduction. Income splitting for heads of households will give relief 
principally at the middle and higher income levels. The exclusion of life in- 
surance proceeds from estates will be primarily beneficial to the middle and 
higher income groups rather than the lower income groups. 

ADA recognizes that the present tax structure and tax provisions reflect an 
accumulation of new taxes on top of new taxes over a period of war years and 
that a major review of the tax structure is appropriate. We do not believe that 
the present bill meets the needs of the economy and, therefore, should not be 
looked upon as a fundamental revision and rewriting of our tax laws. We be 
lieve that there has been too much deviation from the principle of ability to pay 
and too much emphasis on incentives for investment and too little emphasis on 
expanding the buying power of the mass of American consumers. We believe 
that the present bill and the tax reductions to date may well bring less prosperity 
to the country rather than more prosperity and, therefore, will shrink the revenue 
of the Government to an even greater degree than the tax reductions themselves 
contemplate. 

If reductions in taxes are justified, and we believe the present economic situa- 
tion does call for tax reductions, then measures should be taken to increase 
consumer purchasing power by adjusting taxes to leave more money in the hands 
of those families in the lower income levels. They will increase their consump- 
tion and will spend the increased funds made available to them. Increased 
exemption or lower rates at the lower income brackets are now preferable to 
the tax reductions which have already taken place and which are contemplated 
in the bill. 

In conclusion, ADA expresses its belief that this tax bill and the tax reduc- 
tions which have already been made in recent months reflect a backward step 
toward the policies of a generation ago. This country has made great progress 
in economic policies in the past generation and the businessmen of America 
have enjoyed unprecedented sustained periods of prosperity under the progressive 
policies of the previous administrations. 

Taxation is an important instrument in economic policy. The present bill 
will weaken that instrument and will not serve to insure stability and expansion 
for the country. This is especially distressing at a time when the United States 
is the leader of the free world. The responsibility for that leadership must be 
taken seriously. The economic success of the United States may well determine 
the survival of freedom everywhere. 

Mr. Natuan. First, it is our very strong belief in the ADA that 
the real threat in the world today is Communist aggression. 

Therefore, we restate our position in favor of an adequate defense 
orogram. We are rather concerned that in recent times there has 
ae a tendency to consider tax cuts first and then balancing the budget 
and then leaving the defense expenditures as a residual consideration. 

We believe this it not in the interests of the security of the country 
nor in the best interests of the free world. Therefore, we especially 
urge that tax cuts be considered in light of our defense needs rather 
than as an initial and independent consideration. 

Secondly, we have always been convinced and feel very strongly 
that the security of the United States and of the free world in real 
measure depends upon the economic strength and economic well being 
of the United States, and that any loss in production and any con- 
siderable unemployment in the United States has a very serious con- 
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sequence in terms of our ability to be strong militarily and in terms of 
our ability to give real leadership and to ‘have the confidence of the 
other free nations of the world, so we believe that the tax program 
which is being considered by this committee must take into very 

serious consideration the economic conditions in the United States and 
that the role of taxation is an exceedingly positive and important role. 

The idea that taxes provide only the power to destroy, we believe 
is not very realistic. .We think the power to tax is also the power 
to create and tax measures can be possible in terms of their help to 
a healthy economy as well as adverse tax practices can be destructive 
to a healthy economy. We are concerned about the existing unem- 
ployment, although it is not serious and we do not foresee a calamitous 
depression. Nonetheless, the fact that production in the United 
States has gone down some 10 to 15 billion in the last 9 months, when 
by normal increase in labor force and productivity it should have 
gone up some 10 billion, means that we are losing, actually wasting, 
some 10 to 20 billion dollars worth of goods and services which could 
help our people and help our military strength and help the free 
world very much. 

With respect to the tax bill before this committee and the tax pro- 
gram specifically, we feel that inadequate attention has been given 
to the function of consumption in our economy and excess of attention 
has been given to the function of investment. We think that the tax 
cuts to date with respect to the excess-profits elimination, which we 
favored, and the across-the-board cut in income tax of about 10 per- 
cent, have been primarily beneficial to corporations and the high- 
income groups. 

We believe in incentives for investment and for risks. On the 
other hand, it is our conviction that businessmen will not invest, no 
matter how low taxes are, unless they can foresee a market for their 
goods. 

If I may recall the effect of the excess-profits tax elimination, it was 
clear by the middle of 1953 th: . the excess-profits tax was going off at 
the end of 1953. It was cles ‘to American corporations that they 
would save $2 billion in taxes ? 1954. 

Yet, gentlemen, investments in the United States hit a peak in the 
third quarter of 1953 and have been going down ever since. 

To use official Government figures, it is expected that plant and 
equipment expenditures by business will be 4 percent less in 1954 than 
in 1953 and much more important, if those figures are put on a quar- 
terly basis as published by the United States Government, the decline 
in plant and equipment expenditures by business before the end of 
1954, if their projections persist, will be down about 10 percent from 
the third quarter of 1953 

I think it is worth pondering that situation because here was a tax 
cut of $2 billion for corporations and following the commitment for 
that cut came a very substantial and serious drop in investment. 

We believe that businessmen will not invest in full measure if there 
is a question whether there is a market for the products which that 
investment makes possible. 

Idle capacity is a discouragement to invest. If there is inadequate 
consumer demand there is discouragement to invest. Tax cuts, as 
such, alone will not necessarily correct the situation in terms of in- 
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creasing investment. We believe that the progress in the last 20 
years ‘and I emphasize the word progress—in terms of introducing 
a more progressive tax system in the United States, one based more 
on ability to pay, has hs id a ver ry stabilizing influence in this economy 
and has tended in and of itself to modify and minimize business 
cycles. 

“In the boom period when the tendency is for income to rise more 
than proportionately in the high incomes and in corporate profits, 
a tax which hits increasingly at those concentrations tends therefore 
to bring about a Government surplus in boom times and a progressive 
tax means that Government revenue will drop proportionately more 
than the national income when business falls off. That automatically 
tends to bring deficits or stimulating activity from the Government 
fiscal policy. 

Therefore, we believe that progressive taxation inherently builds 
into our economy stability which we never had before because we 
never had any substantial degree of progressive characteristic in our 
society. 

It is our belief, gentlemen, that the tax cuts to date have been 
primarily concentrated in the corporate area and in the high-income 
groups. We believe that defect in terms of the economic characteristics 
of our tax changes is also characterized in the present bill. 

We do believe that tax revision and a whole review of the tax strue- 
ture is appropriate. We have a tax program which was built up 
through war, cold and hot, for 20 years without basic reappraisal and 
we believe that reappraisal is appropriate. But we believe that if the 
requisites for full employment and the economic condition of the 
United States are given full recognition, this bill will be changed 
substantially in terms of providing more benefit to those at the lower 
levels as distinguished from the high-income levels. There has been 
much discussion about the dividend provisions and I will not go into 
detail except to say that we believe this is a tendency contrary to past 
tendencies to benefit earned income and this is a tendency—I don’t 
mean to use the word “unearned” in the sense that dividends are not 
justified, but rather unearned in the traditonal sense. It tends to 
distinguished unearned income from earned income. I personally 
have serious doubts about the validity of the argument of double taxa- 
tion from an economic point of view. But, even if we accept the prin- 
ciple that there is double taxation, we believe there are other methods. 
For instance, giving a credit on undistributed profits, but let the 
dividends be taxed at the recipient level in accordance with the income 
level of that individual, and not by the credit which is now proposed. 
We believe that there are other provisions in this law with respect to 
insurance, estates, pension trusts and the like, which are not beneficial 
to the lower income people, the working people, the mass of consumers 

And we believe if we will give encouragement primarily to con- 
eee that is what will induce investment and we can have full 
employment, prosperity, a high income base for taxation, and a bal- 
anced budget and prosperity. We don’t believe that measures are 
moving in that direction. 

The CuarMan. Thank you very much, Mr. Nathan. 

Mr. Seghers. 
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STATEMENT OF PAUL D. SEGHERS, FEDERAL TAX FORUM 


Mr. Sreners. Thank you, Mr. Chairman, for the opportunity to 
appear here today. My name is Paul D. Seghers, attorney, of New 
York City, appearing as the chairman of the committee on Federal 
tax legislation of the Federal Tax Forum in New York City and also 
individually in support and amplification of the forum’s recommenda- 
tions regarding the taxation of business income from foreign sources. 
We have supplied the committee with copies of statements presenting 
our recommendations. The forum’s recommendations are really in 
three parts, the introductory text, the summary of the recommenda- 
tions, and then a separate sheet for each provision with respect to 
which we recommend changes, setting forth our interpretation of the 
provision and the reason why we think the change should be made and 
what the change should be 

(The statement of the Federal Tax Forum and then the statement 
of Mr. Seghers follow :) 





STATEMENT OF THE F'epeRAL Tax Forum, INc., (oF New York City) 


Presented by Paul D. Seghers, Chairman, Committee on Federal Tax Legislation, 
Recommending Changes in the Provisions of the Proposed Internal Revenue 
Code of 1954 (H. R. 8300) 


The Federal Tax Forum, Inc. of New York City is a professional, non-political 
organization of attorneys, tax practitioners and privately employed heads of 
tax departments of large industrial organizations. Its 200 members represent, 
through their clients and employers, a large segment of industry and finance. 

The Federal Tax Forum considers that it is not within its province to make 
recommendations concerning reductions in income-tax rates, personal exemp- 
tions, or similar matters. The Forum feels that it is appropriate to make recom- 
mendations with respect to technical changes believed to be required because 
of errors in draftsmanship or with respect to provisions which, on the basis of 
practical and long experience with business and taxation, are believed to result 
in inequities and discrimination whereunder some taxpayers are subjected to 
a heavier tax burden than others in almost identical circumstances. 

Even the enormous amount of labor and manhours which have been devoted 
to the drafting of the proposed Internal Revenue Code of 1954 could not be 
sufficient fer such a major undertaking in the limited time available. It is 
astonishing, not that the proposed code contains errors, but that such a tre- 
mendous task could be so successfully accomplished. Numerous unintentional 
errors, inconsistencies and injustices in the proposed new code were bound to 
creep into the work. 

Congress has always sought to correct such inequities, and the Federal Tax 
Forum, whose members devote their professional lives to the study of the theory 
and practice of taxation, has always sought to assist Congress in its efforts to 
make corrections. To that end the recommendations set forth in the attached 
summary and detailed in the accompanying text are submitted. 

The Forum is anxious to emphasize that the making of recommendations with 
respect to only certain provisions of the proposed code should not be construed 
as an approval of all its other provisions. Time has not permitted a complete 
review of all the provisions contained in such an enormous undertaking. The 
provisions of the code will continue to be studied as thoroughly and as com- 
pletely as possible, and as the need for other changes is discovered, the Forum 
will prepare and present careful analyses and further recommendations for 
changes as quickly as possible. 

The accompanying recommendations for changes in the proposed code are 
believed necessary to correct errors and prevent injustices; it is not believed 
that they will cause the Treasury any substantial loss of revenue. On the con- 
trary, the Federal Tax Forum firmly believes that the elimination of technical 
errors and injustices promotes taxpayer morale, which is essential to effective 
administration of our tax laws. 

Following the accompanying summary of recommendations are separate sheets 
presenting the facts with respect to the need for each of the changes recommended 
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and suggestions, in general terms, of the manner in which it is believed that the 
necessary relief may best be effected. 

Numerous recommendations along similar lines were presented by the Federal 
Tax Forum to the Hon. Colin Stamm, chief of the technical staff of the Joint 
Committee on Internal Revenue Taxation on January 9, 1953, at a meeting with 
representatives of his office and of the Treasury, and a formal statement of those 
recommendations Was presented at a hearing before the Ways and Means Com- 
mittee on June 9, 1953. The accompanying recommendations deal specifically 
with new and in many instances entirely radical provisions of the proposed 
Internal Revenue Code of 1954 which were not, and could not have been, dealt 
with specifically in those previous statements and appearances. 

The Federal Tax Forum looks forward to an opportunity for a further confer- 
ence with the technical staff of your committee and of the Joint Committee on 
Internal Revenue Taxation for the purpose of explaining at greater length the 
need for the recommendations set forth in the accompanying statement and an- 
swering any questions which may be asked. 

The accompanying recommendations were prepared by the committee on Fed 
eral tax legislation of the Federal Tax Form on the basis of suggestions made 
by members of that committee and of the forum at large. These recommenda- 
tions were then submitted to the entire membership for their approval, in 
accordance with the procedure consistently followed by the Federal Tax Forum 
in past years, which undoubtedly accounts for the very high percentage of its 
recommendations which have been accepted by Congress in the past and in 
H. R. 8300. 

Many of those who have been studying the provisions of the new code have 
come to the conclusion that the effective date of the technical changes therein 
should be advanced to January 1, 1955. They urge that time would thereby 
be afforded for business generally to understand and adjust to the impact of the 
new technical changes and for tax practitioners thoroughly to study the new 
provisions, so as to enable them (a) properly to advise business, and (b) to 
call to the attention of the congressional committee situations where inequities 
have been created by removing old equities, new loopholes occasioned in the 
attempt to close old ones, etc. 

A poll is being taken by the Federal Tax Forum to obtain the views of the 
members on this important question. In the meantime, our committee can only 
ask that this suggestion be given careful consideration. 

Respectfully submitted. 

Paut D. S&GHERS, 
Chairman, Committee on Federal Tax Legislation 
of the Federal Tar Forum, Ine. 


Members, of the Committee: Ralph W. Button, Dallas Blair-Smith, 
Walter T. Cardwell, Lindley H. Clark, Jr., John F. Costelloe, Henry 
J. Dohrmann, John F. Duffy, Peter Guy Evans, J. Stanley Hal- 
perin, Benjamin Harrow, Robert S. Holzman, J. H. Landman, 
Martin M. Lore, Charles Meyer, Vincent H. Maloney, Alfred S. 
Pellard, Maurice E. Peloubet. Ludwig B. Prosnitz, Wm. J. Rein- 
hart, Jr., C. L. Savage, David Stock, Gustave Thorkilsen, Walter 
W. Walsh. 


SuMMARY RECOMMENDATIONS OF THE FEDERAL TAx Forum 


Section 165 (e€)—Losses from theft 

Theft losses should be made deductible in the years sustained or in the year 
discovered, at the option of the taxpayer. 
Section 171 (b) (1) (B)—Amortizable bond premium 

(1) A minimum chargeoff period of 3 years from date of purchase (where 
purchased after January 22, 1954) should be permitted, regardless of date of 
issue, with the statutory assumption, in the case of a bond callable at any time 
after date of issue, that the earliest call date is 3 years from date of purchase, 
and 

(2) Where a bond is called for redemption within such 3-year period, the 
unamortized balance of premium should be deductible in the year of redemption. 

In the alternative, if the date-of-issue test is to be retained, the controlling 
date of issue should be January 22, 1954. 
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Section 172—Net operating loss deduction 

The provisions for adjustments on account of the dividends-received credit 
and percentage depletion should be eliminated. 
Section 243—Dividends received by corporations 

(1) The deduction for dividends received by a corporation from a domestic 
corporation which is subject to tax should be increased from 85 to 100 percent, 
to prevent triple taxation of 15 percent of such dividends. 

(2) In any event, such triple taxation should be avoided, and the credit in- 
creased from 85 to 100 percent in the case of dividends received by a corporation 
from a domestic corporation taxed as a Western Hemisphere trade corporation 
under section 922. 

(3) As to dividends received from certain insurance companies, see section 
831, below. 

Section 248—Organizational expenditures 
Organizational expenditures should be defined as including the cost of issuing 


and listing stocks, and the reorganization of corporations, and not limited to 
initial expenditures. 
Section 267 (a) (2) (B)—Losses, etc., between related taxpayers 

No deduction should be disallowed under this section if the related taxpayer 
to whom the expense or interest is due (a@) includes that income in his return 
for the year in which the accrual is made or in the following year and (b) 
signs a binding election to be taxed on the amount so reported in his return. 


Section 3388—Gain from the sale of property in connection with corporate 
liquidations 
The benefits of this section should, at the option of the taxpayer, be allowed 
where a plan of liquidation was adopted after December 31, 1953. 


Section 472—Last-in, first-out inventories 


LIFO inventories should be permitted to be valued at.the lower of cost or 
market. 


Section 505—Allowable investments for employees’ trusts 

(1) Investment in wholly owned real-estate holding corporations, exempt un- 
der section 501 (ce) (2), should be specifically authorized. 

(2) The limitation on any one investment in real estate should be increased 
from 5 percent to 15 or 20 percent. 

(3) Real estate should be valued at its cost of acquisition less allowable de- 
preciation. 


Section 514—Business leases 


This section should not be applicable to any business lease indebtedness created 
or existing prior to March 1, 1954. 


Sections 531-586—Corporations improperly accumulating surplus 

The tax should not be imposed on so much of the amount accumulated as is 
reasonable, and a deduction should be allowed for any such amount. The 10- 
percent stock ownership test in the case of publicly held corporations should 
apply only to directors of the corporation during the taxable year. 

The new burden of proof of its rule should be made effective immediately in 
every case where no hearing before the Tax Court has been held before enact- 
ment of the bill. 


Section 831—Taz on insurance companies (other than life or mutual) 


(1) Sections 34 (c) (1) and 246 (a) (1) should be amended to eliminate the 
exclusion therein of dividends received from stock insurance companies taxable 
under section 831 and 

(2) Sections 923 (d) (2) and 951 (c) (4) should be similarly amended to elim- 
inate the exclusion therein of such stock insurance companies. 

Section 923—Business income from foreign sources 

Complete exemption of income from foreign sources would be the wisest move. 
In the alternative: 

(1) The 14-point tax credit should be allowed with respect to income from 
the sale abroad of goods manufactured by the seller or its parent or affiliate 
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where substantial inventories, personnel, and a permanent establishment are 
maintained abroad. 

(2) The requirement of ownership of “more than 50 percent” of the stock of 
a foreign subsidiary or sub-subsidiary should be changed to “50 percent or more 
* * * or the maximum percent allowable [by the] * * * foreign country in 
which * * * doing business.” 

(3) Income entitled to the benefit of the 14-point tax credit should include 
compensation for management services and royalties for use of a patent, process, 
trade-mark, or copyright. 

(4) Dividends received by a corporation from a domestic corporation taxable 
as a Western Hemisphere trade corporation should be allowed the benefit of the 
dividends received credit to the extent of 100 percent rather than 85 percent. 
(See sec. 248, above.) 

(5) The 14-point tax credit should not be disallowed in the case of income from 
the manufacture of goods abroad which are intended for sale in the United 
States, if the manufacture involves the processing of raw materials, at least 60 
percent of which originated in a foreign country or countries. 

Section 1014 (a) (9)—Basis of property acquired from a decedent 

The provisions of this section should apply to all property described therein 
and disposed of subsequent to December 31, 1953, regardless of date of death of 
the decedent. 

Section 1235—Sale of patents by person other than inventor 

Gain realized upon the sale of a patent by a person other than the inventor 
should be deemed gain from a sale or exchange, regardless of the method used in 
determining the amount of the sale price. 

Section 1321—Involuntary liquidation of LIFO inventories 

Income of the year of liquidation of a LIFO inventory should be adjusted by 
the difference between cost of the inventory liquidated and current replacement 
cost. Any difference between such inventory replacement cost and the actual 
cost in the year of replacement should be reflected by an adjustment to income 
in the year of replacement. If the replacement is not made within the time 
permitted, the adjustment in the liquidation year should be reversed in the last 
year in which the replacement would have been permitted 


Section 1514—2 percent penalty tax on consolidated returns 


The tax rates applicable in the case of a consolidated return should be the 
same as in the case of a return filed by a single corporation. 


Section 6901 (d) (1)—Eztension of time for assessment 


The last sentence of this section should be changed to cover a situation where 
the overpayments were made by the transferor. 
Section 165 (e)—Losses from theft 

This section provides that theft losses shall be treated as sustained during the 
taxable year when discovered. This helps corporations and may help individuals 
in the higher tax brackets, but may be of no help in the case of the individual 
in a low tax bracket whose securities are stolen by an employee over a period of 
years, inasmuch as theft losses apparently are not includible in computing the 
loss carryback of an individual. 

We recommend that theft losses be made deductible in the years sustained 
or in the year discovered, at the option of the taxpayer. 


Section 171 (b) (1) (B) {mortizable bond premium 

This section does not provide equal treatment for all callable bonds, regardless 
of when issued. Hence, it will induce prospective issuers to insert restrictions 
on redemptions, restrictions which are frowned upon by the SEC. It discrimi- 
nates unfairly between pre-January 23, 1951 bonds (which are given preferential 
treatment) and those issued on and after that date. It will cause unfair retro- 
active application of the House provision to investors in post-January 22, 1951 
bonds. 

We therefore recommend that section 171 (b) (1) (B) should be amended 


so as (1) to permit a minimum chargeoff period of 3 years from date of purchase 
(where purchased after January 22, 1954), regardless of date of issue, with the 
statutory assumption, in the case of a bond callable at any time after date of 
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issue, that the earliest call date is 3 years from date of purchase, and. (2) to 
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provide that where the bond is called for redemption within such 3-year period 
the unamortized balance of premium may be deducted in the year of redemption 

In the alternative, we recommend that, if the date-of-issue test is to be retained, 
then this section should be amended so that the controlling date of issue is January 
22, 1954. 

Section 172—Net operating loss deduction 

In computing a net operating loss the deduction for dividends received provided 
in section 243 is disallowed and the excess of percentage over cost depletion is not 
allowed as a deduction. If the loss is not fully absorbed in the first year to which 
it is carried, the remaining amount carried to another year is further reduced by 
the excess of percentage over cost depletion and the deduction for dividends 
received in the first year. If there were any remaining portion of the loss to be 
carried to later years, there would be similar adjustments for each of the inter 
vening years. The result of these adjustments is that a taxpayer experiencing 
some years of prolit and others of loss, pays tax on more income than a taxpayer 
which has income in every year, although in both cases the same net income may 
be realized over a period of years, 

The modifications in paragraphs (5) and (6) of subsection (d) should be 
eliminated. 

Section 243—Dividends received by corporations 

(1) The deduction for dividends received by a corporation from a domestic 
corporation which is subject to tax is limited to 85 percent, Inasmuch as the 
dividend income has already been taxed in the hands of the distributing corpo 
ration and will be taxed again when distributed to the individual stockholders, 
there is a triple tax on 15 percent of the dividends received by the corporation. 

The deduction provided in section 248 (a) for dividends received should be 
increased from 85 percent to 100 percent. 

(2) In any event, such triple taxation should be avoided, and the credit 
increased from 85 percent to 100 percent in the case of dividends received by a 
corporation from a domestic corporation taxed as a Western Hemisphere trade 
corporation under section 922. 

(3) As to dividends received from certain insurance companies, see section 
831, below. 


Section 248—Orguanizational expenditures 

This section provides for the deduction of the “organizational expenditures” 
of a corporation ratably over a period of not less than 60 months, beginning 
with the month in which the corporation begins business. “Organizational 
expenditures” are, however, defined as only those incident to the creation 
of the corporation. These may be very small. The expenses of reorganizing 
an existing corporation, or of subsequently issuing stock may, on the other hand, 
be substantial, and, as no provision is made with respect thereto, they will be 
treated in the same manner as organizational expenditures have been treated 
in the past, i. e., disallowed as deductions and not allowed to be amortized 
by a corporation with a perpetual charter. The provisions of section 248 would 
put a premium on organizing a new corporation every time there is a change 
in capitalization of a business. 

Organizational expenditures should be defined as including the cost of issuing 
and listing stocks, and the reorganization of corporations. 


Section 267 (a) (2) (B)—Losses, etc., between related taxpayers 

This section disallows, in the same manner as section 24 (c) of the present 
code, the deduction of accrued expenses due to a related taxpayer, unless paid 
within 24% months after the close of the taxable year, if, by reason of the 
accounting method of the person to whom the payment is to be made, such 
income is not currently includible in the gross income of such person. Hence, if 
such acerued amount is not paid within 2% months after its accrual, it must, 
in the case of an amount due to a cash basis taxpayer, be constructively 
received by such taxpayer within the 24%4-month period. 

We recommend that this section be amended to provide further that no 
deduction will be disallowed where the related taxpayer to whom the expense 
or interest is due (a) includes that income in his return for the year in which 
the accrual is made or in the following year and (b) signs a binding election 
to be taxed on the amount so reported in his return. 
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Section 3838—Gain from the sale of property in connection with corporate 
liquidations 

Under the provisions of section 391 (a) (1), a taxpayer cannot obtain the 
benefit of section 333 with respect to distributions made in pursuance of a plan 
of liquidation adopted before March 2, 1954. 

Chairman Reed, of the House Ways and Means Committee, announced the pro 
posal that the provisions of the Internal Revenue Code of 1939 should apply 
where the resolution is adopted prior to March 10, 1954. This, however, would 
deny the benefits of the proposed new code in the case of such transactions. 

In order not to deprive taxpayers of that benefit, we recommend that section 
833 be amended so as specifically to provide that its benefits may, at the option 
of the taxpayer, be obtained where the plan was adopted after December 31, 19538 
Section 472—Last-in, first-out inventories 

This section requires taxpayers using the elective, last-in, first-out, method 
of valuing inventories to use only cost prices and does not permit use of market 
prices. In view of the widespread expectation of a decline in market prices, 
this requirement results in substantial inequities as between taxpayers. Those 
who originally elected to use the LIFO method in the early 1940's ordinarily 
would not be affected by a decline in prices, but taxpayers who did not then elect 
to use the LIFO method because of erroneous adverse Treasury rulings are pre 
cluded, for practical reasons, from electing to use the LIFO method. This is 
because, if the expected decline in prices occurs, such taxpayers would have to 
carry some or all of their LIFO inventories at values in excess of their real worth. 
This is contrary to accepted accounting principles. Furthermore, taxpayers who 
have elected to use the LIFO method in recent years may also find themselves 
in the same situation. 

These inequities would be minimized, and at the same time the accepted ac- 
counting principle involved would be sustained, by allowing taxpayers to write 
down their LIFO inventories to market values. This would preserve the original 
concept of the LIFO method, which is to apply current costs to current sales; 
would not prevent a taxpayer from building up his LIFO inventories at times 
when otherwise it would be economically advantageous to do so; and would elim 
inate a large element of guesswork when a taxpayer tries to determine the best 
time to make the election to follow the LIFO method. 

All other taxpayers now have the right to value their inventories at the lower 
of cost or market, and it would seem just and equitable, particularly in view of 
the above-noted inequities, to grant this same right to taxpayers using the LIFO 
method of valuing inventories. 

We therefore recommend that section 472 be amended to provide for the valuing 
of LIFO inventories at the lower of cost or market. 


Section 505—Allowable investments for employees’ trusts 

(1) This section is defective in that it does not specifically authorize invest- 
ment in a wholly owned real estate holding corporation (exempt under section 
501 (e) (2)). This should be done. 

(2) The limitation of investment in any one piece of real estate to not more 
than 5 percent of the fund is too restrictive. Real estate is different from securi- 
ties. A limitation of 15 to 20 percent would be more realistic. 

(3) Compliance with section 505 (a) will necessitate quarterly appraisals of 
assets. This would involve no hardship in the case of marketable securities 
In the case of real estate, however, this requirement would result in unnecessary 
expense. 

This section should provide that real estate is to be valued at its cost of ac- 
quisition less allowable depreciation. 

Section 514—Business leases 

This section is made applicable to a section 101 (14) corporation (exempt 
under section 501 (c) (2)). There is no cutoff date. It would apply to all 
business lease indebtedness, even though created in good faith many years ago. 
Since the new investment criteria are effective only from March 1, 1954, this 
scetion should not be applicable to any business lease indebtedness created or 
existing prior to March 1, 1954 


Sections 531-536—Corporations improperly accumulating surplus 


(a) Imposition of tar—The tax is imposed on the entire undistributed earn- 
ings for the taxable year. The purpose of the tax is to penalize the accumula- 
tion of earnings beyond the reasonable needs of the business. It should not 
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be imposed on the amount accumulated which is reasonable and a deduction 
should be allowed for such amount. 

(b) Publicly held corporations—Publicly held corporations are not subject 
to this tax. The definition restricts this exemption to a corporation whose 
outstanding stock is held by more than 1,500 persons and not more than 10 
percent in value or voting power of the outstanding stock is held by any one 
individual. For purposes of the 10 percent test stock owned by an individual’s 
relatives, partners, etc., is attributed to him. This restriction imposes prob- 
lems of proof which many corporations will not be able to solve. The 10-percent 
test should apply only to directors of a corporation during the taxable year. 

(c) Effective date of new burden-of-proof rule—The burden of proof in pro- 
ceedings before the Tax Court is shifted to the Commissioner if the taxpayer 
files a statement of its grounds for accumulating earnings. This rule is made 
effective only for cases involving taxable years beginning after December 31, 
19538. Since this is a procedural change, it should be made effective immediately 
in every case where no hearing before the Tax Court has been held before 
enactment of the bill. 

(d) Subsidiary corporations—It is not clear under the new provisions whether 
a subsidiary (as defined in section 336 (h) of the new bill) would be considered 
liable for the tax because its retention of earnings avoided the income tax with 
respect to its corporate shareholder. To eliminate this uncertainty the phrase 
“with respect to its shareholders or the shareholders of any other corporation” 
in section 532 (a) should be amended to read: “with respect to its individual 
shareholders or the individual shareholders of any other corporation.” 


Section 831—Taz on insurance companies (other than life or mutual) 

Casualty and other stock insurance companies subject to taxation under 
section 831 are taxed in the same manner and to the same extent upon their 
taxable net income as all other operating companies. They do not enjoy the 
special privileges and the special methods of computing their taxable income 
which are allowed to life-insurance companies and mutual-insurance companies. 

Except for the method of computing unearned premiums, the taxable income 
of such casualty-insurance companies is determined in substantially the same 
manner as income of corporations engaged in other lines of business. The 
proposed treatment of dividends received from life-insurance and mutual- 
insurance companies may, because of the special tax benefits they receive, be 
justified in the case of those companies. However, there is no such reason for 
treating dividends received from stock insurance companies taxable under sec- 
tion 831 in any different manner from dividends of corporations engaged in 
other businesses. 

For the same reasons, we believe that the benefit of the 14-point tax reduction 
in the case of income from certain foreign operations, and the right to defer 
such income in certain circumstances, should not be denied stock insurance 
companies taxable under section 83 

We therefore recommend that: 

Sections 34 (c) (1) and 246 (a) (1) be amended to eliminate the exclusion 
therein of dividends received from stock-insurance companies taxable under 
section 831 and sections 923 (d) (2) and 951 (c) (4) be similarly amended to 
eliminate the exclusion therein of such stock-insurance companies. 


Section 928—Business income from foreign sources—Complete exemption of 
foreign income from United States tar 

This would be the wisest move, and one that would not, it is believed, cost 
the Treasury much, if any, tax revenue and would certainly best promote the 
objectives of encouraging foreign investment. If, however, our recommendation 
for such exemption is unacceptable to Congress this year, the following amend- 
ments of the proposed code are urgently needed and strongly recommended : 

1. Income from the distribution of goods in foreign countries.—(a) The de- 
nial of the 14-point credit with respect to income derived from the sale of 
goods other than at retail, is wrong. The credit should be allowed with respect 
to income resulting from all sales of goods outside the United States where 
substantial inventories, personnel and a permanent establishment are main- 
tained abroad for that purpose. 

(b) This is an “all or nothing” limitation, entirely denying the credit if less 
than 90 percent of the income meets the unduly narrow tests prescribed in the 
bill. Sueh a limitation is unfair in principle and would force changes (where 
possible) in methods of doing business and forms of corporate organization, in 
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the effort to obtain the 14-point credit with respect to that portion of the 
income which can qualify under these tests. 

Stock ownership of foreign subsidiaries —(a) The requirement of ownership 
of “more than 50 percent” of the stock of a foreign subsidiary or subsubsidiary 
should be reduced to a smaller percentage, say 45 percent, or at least changed 
to “50 percent or more” (as provided in connection with the credit for foreign 
taxes) so as not to deny the credit where the United States corporation is forced 
to give local capital a majority stock interest in the subsidiary, or at least a 
50-50 split. 

(bd) There should be a further provision that the benefit of the 14-point credit 
should not be denied because of ownership of less than 50 percent of the stock, 
f the ownership of a greater amount of stock would be in violation of applicable 
local law. 

3. Income from royalties.—Royalties received for the use of patents, trade 
marks or other intangible assets should be entitled to the 14-point tax reduction 
In many cases such royalties afford a means of legally obtaining funds earned 
n foreign countries which otherwise would be blecked 

4. Dividends received by a United States corporation from a Western Hemi 
sphere trade corporation Income of a Western Hemisphere trade corporation 
should not be taxed again when received as dividends by a United States parent 
corporation. Such double taxation not only is out of harmony with the purpose 
of the proposed legislation, but also places a heavier burden on such income than 
if earned by a qualified foreign corporation or foreign branch of a United States 
corporation. 

5. Income from the manufacture of goods “intended” for sale in the United 
States—The denial of the credit (again, “all or nothing”) where more than 
25 percent of the income results from the manufacture abroad of goods “intended 
“or sale in the United States” should be changed, so as not to apply where more 
than, say, 60 percent of the cost of raw materials used consists of materials 
originating outside the United States. 

With this change, the 25 percent limitation would not take away the intended 
encouragement of development of industry in foreign countries, and would 
still prevent the abuses at which this provision was aimed 


Section 1014 (a) (9) Basis of property acquired from a decedent 


This section provides that the basis of property ineludible in the taxable estate 
because transferred inter vivos in contemplation of death shall be the value at 
date of death, or 1 year later if the optional valuation date is used. This is in 
accordance with the statement of the Committee on Ways and Means that 
“There appears to be no justification for denying some property included in a 
decedent’s gross estate for estate tax purposes a new basis at date of death, while 
giving this new basis in most cases.” 

The proposed new provision, however, limits its application to property 
includible in the estate of a decedent dying after December 31, 1953. There does 
not appear to be any reason why the benefit of this new provision should be denied 
with respect to dispositions of property subsequent to December 31, 1953, regard 
less of the date of death of the decedent from whom the property was received 

We recommend that the provisions of this section apply to all such property 
disposed of subsequent to December 31, 1953, regardless of the date of death 
of the decedent. 


Section 1235—Sale of patents by person other than inventor 


This section provides that an inventor (regardless of whether amateur or 
professional) may receive capital gain treatment on the outright sale of his 
patent, provided the contract of sale does not make the sales price dependent, 
for a period of more than 5 years, on the productivity, use or disposition of 
the patent in the hands of the buyer. 

This section of the proposed code has clarified the problem of the professional 
inventor, but it fails to clarify the distinction between royalties and installment 
sales, which is essential in the case of sale by one who is not the inventor 

Until recently, the cases consistently and correctly held that the method of 
determining the amount of the sales price has no bearing on whether or not the 
transfer of the patent constitutes a sale. 

Recently, however, the Treasury Department has arbitrarily held that if the 
amount of the sales price of a patent is dependent on the productivity, use or 
disposition of the patent in the hands of the buyer, the installment payments 
constitute “royalties” and are taxable as ordinary income rather than as capita 
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gain. The result is to render uncertain the taxable nature of the gain upon the 
sale of a patent for a price to be so determined. 

Because of the nature of patents, which ordinarily involve a product or a 
process of uncertain value, it is frequently impossible for the person who is to 
exploit them to agree upon a fixed overall purchase price acceptable to both 
parties. Consequently, for business reasons, it is necessary in such cases to 
measure the consideration to be given for the patent by the result of its 
exploitation. 

We recommend that section 1235 be amended to provide that the gain realized 
upon the sale of a patent by a person other than the inventor shall be deemed 
gain from a sale or exchange, regardless of the method used in determining 
the amount of the purchase price. 


Section 1321—Involuntary liquidation of LIEO inventories 


(a) The time for replacing involuntary liquidations occurring in the period 
1950-54 is extended through 1955. No change is made in the present law with 
respect to liquidations in the 1941-47 period. Adjustment for this period will 
not be permitted unless replacement was effected by the end of 1952. This 
imposes a hardship because many taxpayers were unable to replace World War 
II liquidations by 1950 and have suffered further involuntary liquidations. The 
period for replacing the 1941-47 liquidations should be extended through 1955. 

(b) Where there has been an involuntary liquidation in any taxable year, 
it remains open for tax purposes until the year of replacement. For example, 
the year 1941 would still be open if replacement occurred in 1952. Income of 
the liquidation year should be adjusted by the difference between cost of the 
inventory liquidated and current replacement cost. Any difference between 
such replacement cost and the actual cost in the year of replacement could be 
reflected by an adjustment to income in the year of replacement. If the replace- 
ment is not made within the time permitted, the adjustment in the liquidation 
year could be reversed in the last year in which the replacement would have been 
permitted. This treatment would avoid the present practice of keeping the 
liquidation year open over an extended period. 


Section 1514—2-percent penalty tax on consolidated returns 

The corporate surtax rate is increased by 2 percent for any taxable year 
for which an affiliated group makes a consolidated return. This is a discrimina- 
tory tax imposed in lieu of the tax on dividends between members of an affiliated 
group. 

The tax rates applicable to a consolidated return should be the same as for 
the return of a single corporation. 


Section 6901 (d) (1)—Hoatension of time for assessment 

The language of the last sentence of section 6901 (d) (1) does not cover a 
situation where the overpayments were made by the transferor; it only covers 
the overpayments of tax by the transferee. 

In order to correct this defect, it is suggested that the language of section 
6901 (d) (1) be amended along the following lines: 

“For the purpose of determining the period of limitation on credit or refund 
to the transferee or fiduciary, such agreement and any extension thereof shal! 
be deemed an agreement and extension thereof referred to in section 6511 (c), 
provided, however, that such refund or credit shall not exceed the amount of 
the overpayment to which the transferee or fiduciary is equitably entitled.” 


STATEMENT OF PAUL D. SecHers, ATTORNEY at LAw, New York Ciry, REGARDING 
TAXATION OF BUSINESS INCOME FROM FOREIGN Sources (Sec. 923) 


This statement is submitted individually, although it supports and amplifies 
that part of the statement submitted herewith on behalf of the Federal Tax 
Forum dealing with these provisions of the proposed new Intefnal Revenue Code. 

The whole system of United States taxes on income from foreign operations, 
including the system of credits for foreign income taxes, inevitably tends to 
eliminate collection by the United States of income tax from that source, because 
it encourages foreign countries to levy taxes which completely “eat up,” by 
means of the foreign tax credit, the United States tax theoretically levied on 
income from foreign operations, but not actually collected by the United States 
Treasury to the extent that the United States tax is offset by the credit for 
foreign taxes. 
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All patchwork tax relief measures for foreign trade, supposedly intended to 
relieve United States taxpayers from United States tax handicaps in doing 
business abroad, are ineffective. The present trend indicates that the actual 
cost to the United States Treasury of exempting from United States taxes all 
income derived by United States taxpayers from activities abroad would be 
very little at the present time and is aprpoaching zero. 

Accordingly, it would seem that the wise move, and one that would actually 
cost very little net tax revenue, would be to exempt from United States taxes 
all income derived by United States taxpayers from activities abroad. Such a 
step would eliminate all the complexities and discriminatory inequities which 
are inherent in the new proposal as well as in the present system of United 
States taxes on income from foreign operations and would, in the long run, 
increase tax revenue through a real and substantial encouragement of foreign 
activities by United States taxpayers, and resulting increased United States 
income. 

The Ways and Means Committee states: “It is estimated that the provisions 
dealing with foreign income would involve a revenue loss of $147 million in the 
fiscal year 1955. However, on a long-run basis the revenue loss is apt to be 
substantially less because foreign governments are steadily increasing their taxes 
on American firms and each year are thereby reducing the yield from United 
States taxes on income derived abroad.” (Ways and Means Committee report 
on H. R. 83800, p. 78. See also statement of Paul D. Seghers, before Ways and 
Means Committee hearings, 88d Cong., August 5, 1953, General Revenue Revision, 
p. 1482, at top of p. 1483 and bottom of p. 1484.) 

If the proposal to grant to income from foreign sources complete exemption 
from United States taxes is unacceptable to Congress at the present time, I 
wish to emphasize that the provisions for the 14-percentage point tax credit in 
their present form fall far short of their purpose as announced by the Presi- 
dent in his budget message of January 21, 1954, in which he recommended: 
“Business income from foreign subsidiaries or from segregated foreign branches 
which operate and elect to be taxed as subsidiaries should be taxed at a rate 
14 percentage points lower than the regular corporate rate.” 

The present provisions of the proposed code grossly discriminate between 
United States taxpayers engaged in different forms of business abroad. As it 
now stands, section 923 prescribes rules for the 14-point tax reduction on an “all 
or nothing” basis, and thereby denies that benefit to a very substantial segment 
(certainly a majority aside from those operating mines and oil wells) of United 
States taxpayers engaged in foreign operations. We are confident that the Con- 
gress concurs in the view that, as a general philosophy, tax laws should not so 
discriminate. 

In order to prevent such discrimination, and to effectuate the announced inten- 
tion of this portion of the proposed code, the following recommendations are 
submitted with respect to the provisions in the proposed code relating to business 
income from foreign sources: 


1, INCOME FROM THE DISTRIBUTION OF GOODS (AT WHOLESALE) IN FOREIGN COUNTRIES 


The 14-point tax reduction is allowable in the case of a domestic corporation 
which receives dividends from a foreign corporation only if the earnings and 
profits used in the payment of the dividends have been “derived to the extent of 
at least 90 percent from the active conduct of a trade or business through a fac- 
tory, mine, oil or gas well, public utility facility, retail establishment, or other 
like place of business situated within a foreign country.” Although the report 
of the House Ways and Means Committee indicates that a “like place of business” 
might include a bank or an air transportation company, a great many other 
types of businesses would be denied the benefit of the 14-point reduction because 
of definitions now prescribed in the proposed code. Section 923 (b) (1) (A) 
specifically provides that the term “trade or business” does not include the opera- 
tions of an establishment engaged principally in the purchase or sale (other than 
at retail) of goods or merchandise. 

These restrictions obviously discriminate against companies having substan 
tial investments in inventories, buildings, etc., in foreign countries and employ- 
ing bona fide administrative and sales staffs to promote and distribute goods 
therein. They may force a company which has operations in more than one 
country, some of which qualify for the 14-point tax reduction and others of 
which do not, to reorganize (if possible) into 2 more components to obtain the 
14-point reduction for those operations which could qualify thereunder. This 
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would be at the expense of a great deal of time, effort and confusion and, in some 
cases, would be impossible because of local laws and regulations. 

It is recommended that this be corrected by allowing the 14-point credit with 
respect to income from the sale of goods in foreign countries provided that: 

(a) Not less than 80 percent of the goods sold are manufactured or processed 
by the seller or an affiliated corporation, 

(b) A substantial stock of goods or merchandise is maintained by the seller 
in one or more foreign countries, and 

(c) A substantial staff of sales employees is maintained, or substantial adver 
tising and promotion expenses are incurred, by the seller in one or more foreign 
countries. 

Subject to these limitations, operations which involve investment risks or pro 
vide employment in foreign countries would qualify for the benefit of the 14-point 
tax reduction. This amendment would eliminate the harshly discriminatory pro 
visions of the proposed code which otherwise would give the benefit of the 14 
point tax reduction to some types of operation and deny this benefit to others 
which have equally substantial investment risks in operations abroad. 


2. STOCK OWNER’S REQUIREMENTS 


The benefit of the 14-point reduction is available with respect to dividends 
received from a foreign corporation where the domestic corporation, together 
with not more than three other corporations owns more than 50 percent of the 
voting stock of the paying foreign corporations. It is further provided that a 
dividend received by a foreign corporation from another foreign corporation 
will be deemed to be income derived from the active conduct of a trade or 
business for the purpose of qualifying for the 14-point reduction if the foreign 
corporation owns more than 50 percent of the voting stock of such other foreign 
corporation. Many companies with heavy foreign investments in subsidiaries 
would find it impossible to qualify under these provisions. Many countries 
have laws which require majority holdings by nationals, with the result that 
United States companies in such countries have heavy investments in holdings 
of less than 50 percent of the capital stock of their subsidiaries in such coun- 
tries. Other companies engaged in foreign operations have found it expedient 
or necessary to share the ownership of foreign operating subsidiaries 50-50 
with local stockholders. In both of these circumstances, a United States cor- 
poration, or its foreign subsidiary, holding such a 50-50 or minority interest in 
the stock of a foreign subsidiary or sub-subsidiary may have at risk a very 
substantial investment in operations abroad. Hence the denial of the 14-point 
reduction benefit where not more than 50 percent of the stock is owned would 
unfairly penalize many domestic corporations which have substantial risk of 
investment in foreign operations. 

It is, therefore, recommended that the phrase “more than 50 percent” in both 
section 923 (a) (3) (B) and section 923 (b) (2) be changed so that the re- 
quirement will be satisfied by ownership of 50 percent or more of the voting 
stock of the foreign corporation, or the maximum percentage allowable by the 
requirements of the foreign country in which it operates, whichever is lower. 
The adoption of this recommendation would still exclude casual noncontrolling 
investments from the benefit of the 14-point reduction, but would accord it to 
companies that must make substantial investments in foreign operations even 
though they are unable to retain more than 50 percent ownership because of 
local requirements. 


8. INCOME FROM MANAGEMENT SERVICES AND ROYALTIES 


The 14-point reduction benefit is applicable to “compensation for the rendition 
of technical, engineering, scientific, or like services,” but the House Ways and 
Means Committee report on H. R. 8800 indicates that royalties from patents, 
ete., are not deemed compensation for services rendered. There appears to be 
no good reason for this discriminatory treatment of income designated as roy- 
alties but arising out of like activities of the taxpayer (or an affiliate or prede- 
cessor). Moreover, as a practical matter, the exchange controls and other re- 
quirements of some foreign countries are such that it is almost imperative for 
the domestic corporation or its foreign subsidiary which has an investment in 
an operation in such a country to receive royalty payments as the preferred 
method of obtaining income from its subsidiary. The position stated in the 
report of the House Ways and Means Committee obviously discriminates 
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against this very important method of receiving income, even though the use of 
such method is virtually compelled by the regulations of the country in which 
the operations are conducted. 

It is recommended that compensation qualifying for the 14-point tax reduction 
henefit should include both compensation for management services and pay- 
ments of royalties for patents, processes or know-how, or for trade-marks or 
trade names developed by the taxpayer or an affiliate or predecessor. Such in- 
clusion might be subject to the condition that the payments, if they had been 
received from the payor as dividends, would have qualified for the 14-point 
reduction. 


{| DIVIDENDS FROM W. H. T. C.’S AND FROM OTHER DOMESTIC CORPORATIONS ENTITLED 
rO THE 14-POINT REDUCTION BENEFIT 


rhe proposed code taxes at the full corporate rate 15 percent of dividends 
paid by one domestic corporation to another. Therefore, the income of a 
Western Hemisphere trade corporation and the income of a foreign branch of 
a domestic subsidiary which qualifies for the 14-percent tax reduction, would 
still be subject, to the extent of 15 percent of the dividends paid from such 
earnings, to the full United States tax. Obviously, this discriminates against 
the use of United States subsidiaries for operations abroad as compared with 
the use of foreign subsidiaries which qualify for the 14-point tax reduction. 

This is so because: 

(a) Income of a foreign subsidiary which qualifies for the 14-point reduction 
and is received by its United States parent corporation as a dividend pays only 
one corporate tax (e. g., 52 percent less 14 percent), whereas 

(b) A Western Hemisphere trade corporation or a domestic corporation 
which qualifies under section 923 pays the same rate of tax on its income, and 
15 percent of any dividend it thereafter pays to its parent corporation is taxed 
once more at the full corporate tax rate (e. g., 52 percent). 

This discrimination against the use, for foreign operations, of United States 
corporate subsidiaries, including Western Hemisphere trade corporations, is 
especially undesirable because the legal safeguards afforded by use of such 
corporations, and not otherwise available, should not be denied to the United 
States parent, and the tax system should be so arranged as to encourage rather 
than discourage the use of such corporations 

It is recommended that section 348 be amended so that a deduction of 100 
percent, instead of the present 85 percent, be allowed for amounts received as 
dividends from a Western Hemisphere trade corporation or from a corporation, 
all of whose income qualifles under section 923 for the 14 percent tax reduction 


GOODS INTENDED FOR SALE IN THE UNITED STATES 


Section 928 denies the 14 percent tax reduction on dividends received from a 
foreign corporation if the earnings and profits used in the payment of such divi 
dends consist, to the extent of more than 25 percent, of gross income derived 
from the sale of articles or products manufactured in a foriegn country and in 
tended for use, consumption or sale in the United States. The report of the 
House Ways and Means Committee makes a particular point that this restriction 
applies only to manufacturers. That report states that the provision does not 
apply. for example, to the mining or processing of metals or the extraction of 
or refining of oil in a foreign country, even though intended for consumption, 
use or sale in the United States. It does not seem fair to single out manufactur 
ing as such for denial of this benefit, inasmuch as manufacturing entails a like 
risk of investment in operations abroad and in many situations is instrumental 
in developing local raw materials. 

This restriction should not be applicable to manufacturing which, as in the 
case of the processing of metals or refining of oil, processes a basic raw material 
which originated in a foreign country. Hence, it is recommended that section 
923 (a) (3) (A) (iii) be amended so as not to apply where the manufacture 
involves the processing of raw materials, 60 percent or more of which are ob- 
tained from sources outside the United States. 

This amendment would avoid discrimination against industries having sub- 
stantial investments in operations in foreign countries and developing the natural 
resources of such countries. 
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6. OTHER PROVISIONS 


There are other defects in the provisions of the proposed code relating to 
income from foreign sources. For example, the provisions for deferring income 
from foreign operations are said, by those who have had years of experience in 
foreign trade, to be so complicated and unpredictable in their effect as to be, not 
only unworkable, but completely unacceptable. Furthermore, their “benefits” are 
denied to Western Hemisphere trade corporations. 

The proposed “in lieu of” provisions of the present code relating to foreign 
tax credits, are said to be no better, if not worse, than the present unsatisfactory 
ones. And similar defects are to be found in other provisions relating to business 
income from foreign sources, 

There has not yet been sufficient time, since H. R. 8300 was brought into the 
light of day, for adequate study of these and other provisions of the monumental 
proposed code dealing with these situations. 

Others likewise will present their views as to defects in such provisions. We 
sincerely hope that the Senate Finance Committee will consider and act upon 
these recommendations, in order that the new code may be as free as possible from 
defects and inequitable discriminations. 


CONCLUSION 


In conclusion, I wish to emphasize my belief that the adoption of the recom- 
mendations made herein would: 

(a) Carry out more fairly the announced intention of the President.and of 
the House Ways and Means Committee to afford the 14-point tax reduction benefit 
to United States taxpayers having investments in operations abroad, 

(b) Contribute materially to the improvement of economic conditions at home 
and abroad, and thereby strengthen our good-neighbor ties throughout the world, 
and 

(c) Result in little, if any, immediate loss of net tax revenue (for the reasons 
already set forth) and in the long run no loss, but rather a gain (through in- 
creased United States income). 

Mr. Secuers. I hope the chairman will grant me sufficient time to 
emphasize a few points in both of these statements. 

The CHamman. Not over 15 minutes. We will stop you in 15 
minutes. 

Mr. Srouers. I will do my best in the next 15 minutes. 

I want to be fair to the Federal Tax Forum because I have come 
as their representative and I want to be fair to myself. 

The Cuarrman, Whatever is left unsaid I assume is in your state- 
ment and will be digested by the staff and will be presented to the 
committee and the Federal Tax Forum will receive a good hearing. 

Mr. Sequers. Thank you, sir. 

First, as to the Forum’s recommendations. In my oral presentation 
of neither statement will I attempt to go into detail regarding their 
specific provisions, because these are set out in the statements, but I 
hope to bring out certain collateral matters. First of all, because of 
the vast scope of the bill and its many novel and radically different 
concepts of taxation, the time needed for study is much greater and 
we therefore necessarily cannot cover in our statement all the points 
which further study will undoubtedly develop. 

The Cuamman. [ would like to suggest not as a substitute for what 
you are saying but in this committee we will probably have 150 wit- 
nesses before we finish, so I suggest that probably any idea that you 
pursue here will also be pursued by others. 

Mr. Sreners. I don’t doubt it, but I am only excusing ourselves for 
not taking up many things which later study will show we should 
have found to need correction. 
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The Cuairman. The only point that I am making is that since we 
have to hear so many witnesses, since we are operating under limita- 
tions of time, it would be a little bit burdensome if every witness re- 
viewed the whole gamut of 900 pages in the _ 

Mr. SecHERs. We haven't, we can’t and w e not attempting to. 

The Cuamman. Thank you, sir. I have tnieon I minute of your 
time. 

Mr. Secuers. There is no intention to emphasize our recommenda- 
tions for changes as being the most important that we have found. 
They are not the result of a process of selection, but rather of chance. 
Speaking for myself, I will say that I am a little concerned by the 
fact that every man who has given intense study to any part of the 
bill seems to find that it badly needs revision. 

The Cuatrman. I may say I have had some experience with tax 
laws before I ever came here. I have found that true with everything 
that I do not agree with. 

Mr. Srecuers. That isn’t exactly the point. I am not saying that 
we criticize what we don’t agree with. I am saying that as we study 
portions of the bill, each man who studies any part intensively finds 
something wrong with it. Ordinarily we should expect that if a 
group has studied intentively a number of provisions, they should 
find a substantial number of which they approve and some that they 
like very much. 

There undoubtedly are some very good provisions in the bill, but 
I am just wondering whether the good outweighs the bad. That brings 
up the discussion in the Forum just before I came down to Washing- 
ton, as to whether we should recommend a postponement of the 
effective date of all but the tax rates and exemptions and a few other 
very essential provisions, a postponement until January 1, 1955. We 
are taking a poll and so far the response has been almost. unanimous 
that there should be such a postponement. That would hurt many of 
us who would like to see this or that provision go through in a hurry, 
but the danger is that if some of the radic ally new and different 
provisions go through business will be inclined to postpone action 
until they can be thoroughly studied and their probable results 
determined. 

Already business is finding itself in trouble with transactions which 
have been commenced since January 1. Now that the bill has been 
made public, many are afraid of what may be the tax results of what 
they started. 

The Cuarrman. The other side of the coin is that the longer you 
postpone, the more business will be upset. 

Mr. Secuers. If we know what the new code will provide, we can 
safely act under the existing law until next January 1. 

The Carman. You would be surprised how many people want 
some of the provisions in this bill, and they don’t want any delay. 

Mr. Seauers. We don’t take a position on that, but I have mentioned 
it to you. 

My own views concerning foreign trade, that is, the taxation of 
business income from foreign sources, are concurred in fully by the 
Forum as far as our discussions have extended. I am presenting them 
individually because I go into greater detail than I have been able to 
discuss this statement with our committee. You know what are the 
problems in such matters—I am talking to an expert. 
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We believe that the complete exemption of income from foreign 
sources not only would be good, but it would cost the Treasury little 
and is costing it less and less because the conditions which Mr. Car 
roll mentioned in connection with the foreign tax credit simply mean 
that foreign governments are gradually eating up all the foreign tax 
credit. As the maximum foreign tax credit is the maximum United 
States income tax, it means that the Treasury is collecting less and less 
of the income tax which is theoretically levied on U nited States in 
come from foreign operations. If our recommendation for complete 
exemption is not acceptable, or is not feasible at this time, then we 
have alternative suggestions to offer. 

The basic spirit of these alternative recommendations is to give the 
same tax treatment to the same kind of income regardless of the cor- 
porate setup or the legal relationships through which that income 
is collected and reaches the United States taxpayer. That seemed 
to have been the intention, but it certainly is not the effect of the 
present bill. 

We also stress that under the tests in the present bill, the 14-percent 
tax reduction is on an all-or-nothing basis. There are many opera 
tions where, if the present organization is retained, even though as 
much as 89 percent of the income is what could be called qualified i in 
come, the United States taxpayers eventually receiving that income 
will get no benefit from the 14-percent reduction. That means there 
will have to be corporate reorganizations, operations split up between 
various corporations, and that is not a good thing. We also object to 
the discriminatory distinction not between the kind of income, but 
between the kind of business establishment maintained, contained in 
the provision which allows the 14-percent reduction if there is a 
retail establishment or factory, but does not allow the exemption 
where there is an equally large or greater investment in a foreign 
country in facilities for distribution. That is not equality of treat- 
ment of like income. Those points are dealt with specifically and are 
summarized in the Forum’s statement and dealt with at greater length 
in my own. 

If I may take just time enough to summarize the five points that 
we are raising ‘as to income from foreign sources, I will be very happy 
to do so. 

First, that the 14-percent tax reduction should be allowed with re- 
spect to income from the sale abroad of goods manufactured by the 
seller, its parent or affiliate, where subst: antial inventories, personnel, 
and an establishment for the operation is maintained abroad. 

Second, the requirement in section 923 for the ownership of more 
than 50 percent of the stock of a foreign subsidiary or sub-subsidiary 
should be changed to 50 percent or more, or the maximum percent al- 
lowable by the laws or requirements of the foreign country where it 
is doing business. The requirement that more than 50 percent be 
owned seems unnecessarily strict, especially as, in the case of the 
foreign tax credit, the corresponding limitation is 50 percent or more. 

The point is that, in certain instances because of Government regu- 
lations and in other instances because of what is found feasible where 
neither party will give way, an American corporation may have a 
large investment in a foreign business and yet only have a 50-50 stock 
interest in it. To deny the benefit of the 14 percent just because of 
the lack of a small fractional additional percentage so as to exceed 50 
percent, seems unfair. 
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Third, the income entitled to the benefit of the 14-percent tax re- 
duction should include compensation for management services as well 
as engineering and technical services and include royalties for the 
use of a patent or process, trade-mark or copyright, possibly subject to 
the qui alification that the patent or trade-mark was developed by the 
taxpayer or predecessor or affiliate. Such a provision regarding a 
alasiane or affiliate is necessary because of the frequent necessity 
of having different corporations to operate in different countries. The 
provision as to royalties, patents, processes, know-how, trade-marks, 
or copyrights, is needed because, as a practical matter, it is often 
essential to have income in that form in order to be able to withdraw 
profits from certain foreign countries, because of their foreign ex- 
change restrictions. 

The fourth point is that dividends received by a corporation from 
a foreign corporation entitled to the benefit of the 14-point tax re- 
duction should be allowed, in place of the present 85 percent dividends 
received credit, a full 100 percent credit. Under H. R. 8300 the 
receipt of dividends from a foreign corporation entitles the parent 
company to the full 14-percent tax reduction and there is no further 
United States corporate tax. In other words, at the present 52-percent 
tax rate, that would be a net rate of 38 percent. A Western Hemi- 
sphere trade corporation or a United States corporation operating 
abroad through a branch, likewise pays the full United States rate 
minus 14 percent (or, say 38 percent) but then, when it p: Lys a dividend 
to the parent corporation, there is a further tax at, say, 52 percent on 
15 percent of that dividend. We say that that 15 dt of the 
income should not bear a higher tax than if received as a dividend 
from a foreign corporation. 

Finally, the 14-point tax reduction should not be disallowed in the 
case of income from the manufacture of goods abroad which are in- 
tended for sale in the United States, provided that the manufacture 
involves the processing of raw materials, at least 60 percent of which 
originated in a foreign country or countries. I think that would 
answer any objection that the bill otherwise would encourage taking 
manufacturing establishment out of this country. We recommend 
allowing the 14-percent reduction where the raw materials originate 
outside the country, in which case the United States company would 
be placed at a handicap if it were not allowed to manufacture those 
goods and ship them in. 

I didn’t look at the clock. I have attempted to cut my presentation 
as short as possible in order to spare the committee’s time and in 
the hope that, if the chairman or the commitee have any questions to 
ask, I will have the benefit of them. 

The CuHatrman. Thank you very much, Mr. Seghers. 

Are there any questions? Thank you very much, indeed. 

(The following letter made a part of Mr. Seghers’ statement : 

CHARLES H. Wetss & AssocrATEs, INc., 
New York 36, N. Y., April 12, 1945 
Mr. PAUL D, SeGHERS, 
Chairman, Committee on Federal Tar Legislation, 
Federal Tax Forum, Inc., 
New York, N. Y. 

DeAR Mr. SEGHERS: I am please to send you herewith comments on certain 
of the sections in the proposed bill which will affect pension and profit sharing 
plans, 
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Regarding section 501 (e), I am enclosing 
Mr. Samuel Ain, consulting actuary, before the American Pension Conference 
last week since it covers the inconsistency of this section most adequately, 

I hope that this reaches you in time so that you will be able to file these com 
ments with the Senate Finance Committee on April 13. 

Very truly yours, 


a photostat of the comments read by 


CHARLES H. Wertss. 

Section 505 of the bill describes the allowable 
trusts. In order for a trust Which presently qualifies under section 165 (a) of 
the code, or which would qualify under 501 (e) of the bill, to retain its exempt 
status, the investments must be limited to the enumerated items in section 
505 (a). As presently enumerated, they would have a far-reaching effect 0) 
existing plans and plans that may be adopted in the future. For example, many 
hundreds of pension plans now in existence use some form of insurance contract 
other than retirement annuities or retirement income contracts as part of th 
plan. Section 505 would prohibit the use of such insurance contracts and, in 
fact, would require any existing plans using such contracts to terminate them 
This would affect the amount of insurance upon which hundreds of employees 
now covered by such plans are relying. The confusion that the omission of life 
insurance from this section would cause, if it were permitted to become law even 
for a short period of time, would be most disruptive to the economic planning 
of employers with such plans as well as to the employees they cover, 

There are many instances where it is most desirable to permit trusts to invest 
in life insurance. For example, section 505 would permit investments in retire 
ment income contracts where the face amount is 100 times the monthly annuity 
payable at normal retirement age. Many plans provide for the same benefit to 
employees by the purchase of life insurance contracts and funding the additional] 
amounts required to provide full benefits at retirement by converting the life 
policy into an annuity through the payment of the additional amount from other 
investments of the trust. As it affects the employee beneficiary, the benefit is 
identical to that of the retirement income contract described above. As far as 
the employer is concerned, the latter method may be advantageous to him if he 
is at all concerned with the cost of the plan. Thus, the retention of the prohibi- 
tion of investments in insurance contracts will cause confusion and increased 
cost in existing plans. Small corporations which wish to adopt new plans will 
either have to pay additional costs or else adopt plans less suitable to their needs, 
It is desirable that section 505 be amended to permit such combination plans 
(ordinary life plus a Separate investment fund). It will thus provide a method 
of funding which is between complete self-administered plus group insurance 
and the use of the retirement income policy, 

If the purpose of section 505 is to provide protection to participants in a 
tax-exempt trust, then the effect of this section as presently written distorts the 
purpose. The most serious problem of investment in such a trust is the likeli- 
hood that a large amount would be invested in securities of the employer to the 
detriment of the participating employees, Under section 505, any amount of 
funds may be invested in securities of the employer without any test as to the 
investment quality of such securities. On the other hand, under section 505, a 
trust cannot invest more than 5 percent of its assets in the securities of any one 
issuer. Thus, a trust of $30,000 cannot invest any more than $1,500 in securities 
such as those issued by American Telephone & Telegraph Co. or General Electric. 
The same trust, or even a substantially larger trust. would be precluded from 
investing in an amount above 5 percent of its assets in desirable, sound, real 
estate. Furthermore, it is interesting to note that first mortgages are not in- 
cluded as allowable investments in any amount. 

If the Senate should determine that it is desirable to prohibit investments in 
real estate or in life insurance contracts, and if the bill should become law, many 
trusts presently established will automatically be taxable because of the effective 
date in section 505 (b) (2). That paragraph provides that such investments are 
prohibited after Mareh 1, 1954. A trust which owned real estate prior to March 
1, 1954, and improved such real estate after March 1, 1954, if the investment in 
real estate is more than 5 percent of its assets, is automatically denied exemption 
for the current taxable year. A trust which provides part of its benefits through 
insurance contracts and pays premiums after March 1, 1954. is automatically 
denied exemption from tax. 

Section 101 (b) (1) excludes from gross income the first $5,000 paid on the 


death of an employee by or on behalf of an employer. This would cover, within 


investments for employees 
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this limitation, payments made from pension and profit-sharing trusts. However, 
a special benefit is given to payments made from profit-sharing trusts which is 
not present in the case of payments made from pension trusts. Amounts payable 
from pension trusts which are nonforfeitable immediately before the death of 
the employee are not subject to this exemption whereas payments from profit- 
sharing trusts whether forfeitable or nonforfeitable are exempt. There would 
appear to be no reason for this special privilege in the case of profit-sharing 
plans. Benefits payable from pension and profit-sharing trusts have in the past 
been treated uniformly. There is no apparent reason for any change in this 
respect. 

Section 501 (e) of the bill describes the characteristics required of pension, 
profit-sharing, or stock bonus trusts organized in the United States in order that 


thev be exempt under 501 (a). The characteristics are described in four para- 
graphs. The first 2 paragraphs can be considered to be the same as the first 2 
paragraphs in the existing section 165 (a). They require that there be a plan 
providing for the distribution of the corpus and income of the trust and that 
there be a statement that the assets cannot be diverted to purposes other than 
for the exclusive benefit of employees or beneficiaries. Paragraph (3) says 
that the classification of covered employees must be nondiscriminatory and sets 
forth the rules for determining whether they are nondiscriminatory. Paragraph 
(4) sets forth the permissible allocation of contributions or crediting of benefits 
among participants. 

The rules set forth in paragraph (3) may be summarized as follows: The 
plan will be considered discriminatory only if: 

(a) More than 30 percent of the contributions under the plan are used to 
provide benefits for shareholders who own directly or indirectly 10 percent of 
voting stock, or 

(b) More than 10 percent of the participants are key employees. Key em- 
ployees are defined as the employees who are within the highest paid 10 percent 
of all regular employees, but not more than a total of 100. 

Except, that even if the classification falls into one of these two categories of 
discriminatory plans, it is deemed nondiscriminatory if a sufficiently high per- 
centage of regular employees participate in the plan. These percentages work 
out so that if there are: Less than 20 regular employees, 50 percent will have to 
participate; 20 to 40 regular employees, 10 employees will have to participate; 
more than 40 regular employees, 25 percent will have to participate. 

Regular employees are all employes of the employer excluding those not em- 
ployed for the minimum period prescribed in the plan, not exceeding 5 years, 
employees whose customary employment is for not more than 20 hours in 1 
week or not more than 5 months in any calendar year. 

Participants are those employees included in the classification of participants 
who, if they remained employees at their current rate of compensation until 
normal retirement age, would be entitled to full benefits under the plan. 

If you have read paragraph 3 rather hurriedly you may feel that I have 
omitted a very important part, namely the six enumerated classes of employees 
which may be covered. If you read it more closley, you will see that nothing 
follows from the enumeration and whether your group is one that falls within 
or without the enumerated classes, it will be acceptable, provided it complies 
with the rules. 

I would like to illustrate the rules with some examples. 

Example 1: Employer A has 40 regular employees. He adopts a plan to cover 
the 10 highest paid of the 40. The group has 4 key employees (10 percent of 
40) and all 4 are in the plan. Regardless of how the plan works out on the 
30 percent rule, it discriminates according to the 10 percent key employee rule, 
because more than 10 percent of the participants are key employees. However, 
it complies with the percentage of covered-employees rule and is therefore deemed 
nondiscriminatory as to coverage. 

Example 2: Employer B has 10,000 regular employees. He adopts a plan 
providing full benefits to the 1,000 highest paid employees. This plan will al- 
most certainly not discriminate under the 830 percent rule and cannot dis- 
criminate under the key employee rule because there cannot be more than 100 
key employees so that not more than 10 percent of participants will be key 
employees. The plan therefore is deemed nondiscriminatory as to coverage, 
without any necessity of applying the coverage rule to determine that at least 
25 percent of the regular employees are participants. Similarly, any group as 
large as 1,000 will qualify. 
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Example 3: Employer C has 20 salaried employees and 100 wage employees 
He wants a plan for all the wage employees. This plan will be nondiscrimina 
tory under the 30 percent rule, as well as under the 10 percent rule. It would 
also qualify under the percentage of coverage rule. 

As example 4, let us use the same hypothetical situation as in example 1 
under which un employer had 40 regular salaried employees, 10 of whom were 
covered in a plan which is nondiscriminatory under the rules, but, add the fact 
that the employer has 200 regular wage employees—a total of 240 regular em 
ployees of whom 24 are key employees. Here he cannot set up a plan to cover 
the 10 top employees. In fact he cannot set up a plan to cover all salaried 
employees because he will come up against the key-employee rule since now 
more than 10 percent of the participants will be key employees, and he will 
come up against the percentage of coverage rule since 40 is less than 25 percent 
of 240. Suppose the wage employees are unionized and have their own plan 
Under the bill there is no device by which consideration can be given to benefits 
outside the plan. This employer is in a straitjacket and cannot adopt any plan 
for his salaried employees. Thus we see that under example 1, an employer 
can pick and choose one-fourth of all his employees—by name if you wish 
whereas in example 4, a very reasonable employer cannot adopt any plan, 

Example 5 is that of an employer who has 14 regular employees (with more 
than 5 years of service), 8 of whom earn in excess of $3,600. He also has em 
ployees with less than 5 years of service. He adopts a plan covering employees 
with 5 or more years of service who earn over $3,600. This plan would qualify 
under the percentage of coverage rule. After the plan is in existence for 1 year, 
8 additional employees complete 5 years of service and are therefore regular 
employees under the rules but are not participants because they earn less than 
$3,600. The plan now covers 8 regular employees out of 17 and ceases to qualify 
(The tests for discrimination thus go into the fourth dimension with time as 
the additional variable and what qualifies today may not qualify tomorrow.) 

Consider example 6, a modification of 5. An employer has 800 employees with 
more than 5 years of service, 200 of whom earn over $3,600 and 300 employees 
with 1 to 4 years of service, 50 of whom earn over $3,600. He wants to adopt 
a plan providing uniform benefits on compensation over $3,600. If he covers 
employees with 5 or more years of service, he will have 200 out of 800 and there- 
fore it will be deemed to be nondiscriminatory, but if he wishes to cover em- 
ployees with 1 or more years of service he will be covering 250 out of 1,100 
regular employees and it will discriminate. (Bear in mind that regular em 
ployees in this case would include all employees with more than 1 year of service 
if the plan covers some employees with 1 or more years of service.) Thus we 
see by making the plan broader in a manner most people would consider non- 
discriminatory, a nondiscriminatory plan becomes discriminatory. 

Perhaps more in line with what the bill was intended to cover, is example 7, 
that of an employer with four employees including the principal stockholder and 
his wife. A plan covering just these two top employees will qualify as a non- 
discriminatory plan from the standpoint of coverage because 50 percent of the 
regular employees are participants. 

Example 8: Let us consider the case of a corporation which employs 40 persons 
including 10 salaried employees 1 of whom is the principal stockholder. If the 
corporation wishes to set up a plan covering all 10 salaried employees the plan 
will be nondiscriminatory as to coverage, even though violating the keyman 
rule, since it just satisfies the requirement that 25 percent of the employees be 
participants. However, if it is desired to cover only salaried employees under 
the plan but exclude the principal stockholder, the plan will be discriminatory 
because it still violates the keyman rule and can no longer avail itself of the 
25 percent participation exception from that rule. Thus we see that the effect 
of removing the principal stockholder from a plan is to convert it from an ac- 
ceptable one to one which will be deemed discriminatory. 

At this point I would like to refer you once more to the definition of partici- 
pants as those employees included in the classification of participants who, if 
they remained employees at their current rate of compensation until normal 
retirement age, would be entitled to full benefits under the plan. Note the word 
“full.” It would thus seem that if you are using a step rate plan, like 1 percent 
on the first $X, plus 2 percent on the excess, you cannot include in your partici- 
pants, for testing nondiscrimination of coverage, those employees making $X 
or less. I have not attempted to explore the ramifications introduced by this 
word, but it is worthy of careful consideration, inasmuch as it seems likely that 
an effort will be made to qualify many plans under the coverage exclusion 
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principle rather than under the dual tests laid down by the 30 percent stock- 
holder and 10 percent keyman rules 

By the way, two employers in the same industry competing in the same labor 
market could not necessarily adopt the same plan because what under the rules 
is nondiscriminatory for one may be discriminatory for the other 

Paragraph 4 sets forth the measure of acceptability in benefits. In a pension 
plan the benefits are aeceptable if the contributions or benefits of or on be half 
of employees under the plan do not bear a higher ratio to compensation for any 
covered employee than for any other covered employee whose compensation is 
lower, except that the first $4,000 of annual compensation may be disregarded. 

Assuming then, that you have a suitable covers classification, you can 
provide benefits in any amount on compensation in excess of $4,000 a year. For 
example, you can provide nothing on the first $4,000 and 75 percent of compensa- 
tion in excess of $4,000. Similarly you could provide nothing on the first $3,000 
and anything at all on the excess, or 1 percent per year of service on compensation 
between $5,000 and $4,000 and 2 percent per year of service on compensation in 
excess of $4,000. 

You could not eliminate benefits on the first $4,500 and provided 24 percent 
on compensation in excess of $4,500 as you probably could under existing inte 
gration rules, On the other hand, if you have a suitable coverage classification, 
you could cover only employees earning over $5,000 and give them full benefits 
starting at $4,000 or even starting at $1 so that an employee earning $5,000 will 
get no benefit and an employee earning $5,001 will get substantial benefits, that 
is, $5,000 a year. Such a classification would be acceptable under the bill 

The $4,000 exclusion provision would introduce no problem into many of the 
popular type plans but will introduce serious problems, as well as encourage 
discrimination, in others 

As example 9, consider a plan providing benefits of 25 percent of final pay 
less primary social security At $4,000 the social security amounts to $1,020 
a year which is more than 25 percent of pay so that a $4,000 man would get no 
benefit under the plan This plan would not be acceptable because it provides 
less under the plan at $4,080 on the SSO in excess of $4,000 than at $4,100 on the 
$100 in excess of $4,000 As you know, under the existing rules the plan would 
be considered nondiscriminatory. On the other hand the plan that provided 
nothing to employees earning less than $6,000 and 50 percent, starting at the 
first dollar of income, ‘o employees earning in excess of $6,000 would be definitely 
discriminatory under the existing rules Until 1941 the most discriminatory 





plan I saw was of this type but not so flagrant It provided nothing to employees 
earning less than $3,000 but employees who earned $3,000 immediately started 
off with very substantial benefits And it was plans of this latter type which 


brought about, in my opinion, the limitations of section 165 (a) 

If the proposed social-security bill becomes law, benefits and contributions 
under social security would be based on the first $4,200 of income. However, 
under the bill you could not provide for benefits on compensation in exce of 
$4,200 only. 

Under the bill there would be no means of taking employee contributions into 
account in testing acceptability A plan providing for no contributions on com 
pensation under $5,000 and 5 percent on compensation in excess of $5,000 with 
benefits of 1 percent per year of service on compensation between $4,000 and $5,000 
and 14% percent per year of service on compensation in excess of $5,000 would 
not be acceptable because you look at benefits only and at the $5,000 level the 
ratio of benefits to compensation in excess of $4,000 is greater than at $4,500 
Under the present law this plan could be considered nondiscriminatory. On the 
other hand in example 10 where benefits are 1 percent per year of service on all 
compensation in excess of $4,000 and contributions 5 percent on compensation 
between $4,000 and $20,000 with no contributions on compensation in excess of 
$20,000, the benefits would be deemed acceptable under the bill but discrimina 
tory under the present law because higher paid employees get the same benefits 
for smaller contributions. It may be noted that this latter situation is not likely 
to be found in undisguised form, but methods of disguising it can readily be 
suggested. 

I indicated before that a plan providing for no benefit on the first $4,200 or 
$5,000 and a benefit on the excess would not be acceptable. This may be a gen 
eral rule, but there are exceptions. Consider as example 11 an employer who 
has 4 employees, 2 of whom earn $12,000 and 2 earn $8,000, He wants a plan 
providing for 20 percent on compensation between $4,000 and $8,000 and 40 per 
cent of the excess. This would appear not to be acceptable under paragraph 
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(4). On the other hand, the employer could establish 2 plans, 1 covering the 
2 top people and the other covering the other 2. Each of the plans would 
qualify separately under paragraphs (3) and (4), and paragraph (4) says “Any 
classification which meets the requirements of paragraph (3) of this subsection 
shall be considered separately in the application of this paragraph.” Under 
the bill this plan would therefore be acceptable. 

Before we leave subparagraph (A) I would like to mention another type of 
plan which would be deemed acceptable as to benefits, i. e., O percent on the 
first $3,000, 1 percent per year of service on the next $2,000 and 2 percent per 
year of service on compensation in excess of $5,000. First we can disregard 
compensation under $4,000. An employee earning between $4,000 and $5,000 will 
get at least 2 percent on his compensation in excess of $4,000 because he gets 
the 1 percent on the compensation between $3,000 and $4,000 as well as 1 
percent on the compensation in excess of $4,000. Participants therefore can be 
said to get at least 2 percent on the compensation between $4,000 and $5,000 and 
2 percent on the excess. The plan would therefore qualify. 

I would like to spend another minute on the type of plan permitted by the 
bill providing for coverage of all employees earning in excess of $5,000 a yeat 
in which employees making $5,000 a year or less receive no benefits under the 
plan but employees earning a cent more will get benefits of 50 percent of pay 
or $2,500 a year. The present law prohibits this sort of thing on the grounds 
that discrimination exists as between the $5,000-a-year employee and the 
employee making $5,000.01. In my opinion this plan is undesirable. It tends 
to create deep and wide cleavages between groups of employees. You might 
say it is the employer’s money and therefore up to the employer to determine 
the pattern that his plan is to take. We don’t want Government interference 
and while this may be an unwise thing to do you can’t distribute wisdom by 
legislation. Perhaps so, but the Government does grant tax advantages and 
it seems to me that those advantages should be limited to desirable plans. More- 
over, the proponents of the bill cannot escape the criticism with such a dis 
claimer because if we look at the profit-sharing provisions we see not only that 
this thing is permitted—but there is no alternative. If you cover employees 
earning in excess of $5,000 a year in a profit-sharing plan and the plan provides 
for contributions of 15 pereent of compensation, in a year that profits are 
available the $5,000-a-year employee will of course get nothing while the em- 
ployee earning $5,000.01 a year will get $750. Paragraph (4) (B) of the section 
501 (e) is very clear on this point. Profit-sharing distributions must be based 
on compensation starting at the first dollar for covered employees regardless of 
who is excluded. 

The rule for allocations under a profit-sharing plan is described in sub- 
paragraph (B) of paragraph (4). This rule provides that at least three-quarters 
of each year’s contribution (as well as all forfeitures) must be allocated so that 
the ratio of allocations to compensation be no greater for any covered employee 
than for a lower paid covered employee. The balance (which would be no more 
than one-quarter of each year’s contribution) can be allocated in any manner 
at all, on a pick-and-choose basis if you wish, so long as the ratio of total allo- 
cation to compensation for any covered employee be no more than two times 
the ratio for any lower paid covered employee. 

A profit-sharing plan that allocates contributions on the basis of compensation 
only would, of course, qualify. As for the three-fourths of the total contribution 
there does not seem to be any room for an allocation formula involving years 
of service. Similarly, as for the three-fourths of contribution there does not 
seem to be any room for an allocation based on the amount of employees’ con- 
tributions as under a thrift plan. Of course, the one-quarter can be allocated 
in any way as long as no employee gets a percentage allocation more than twice 
any other participant. This one-fourth may or may not give you the necessary 
elbowroom to adopt the type of plan you could at present. Also, at present you 
ean integrate a profit-sharing plan with social security so ‘hat °“ you have no 
other qualified deferred compensation plan you could adopt a profit-sharing plan 
which would provide no allocations on the first $3,600 of compensation and up 
to 98% percent on compensation in excess of $3,600. Under the proposed rule 
this would not be possible. 

Because one-quarter of the pie can be divided any way the employer chooses 
(with the limitation factor of 2) there is very substantial room for discrimina- 
tion, in the old-fashioned sense, in favor of shareholders and highly paid. There 
is, of course, no reason why the shareholders cannot each get 29 percent of pay 
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and all other employees 1414 percent of pay. It cannot be denied that there are 
advantages in giving the employer an opportunity of rewarding individual ac- 
complishment by higher deferred profit-sharing distributions 
the opportunities it affords for discriminatory practices 

It seems to me that under the bill there is room for almost unlimited dis- 
crimination in this area, i, e., not even limited to a factor of 2. This could 
be done by a large employer who sets up a series of trusts. For example, trust 
1 would cover all employees in division 1 plus the president, trust 2 would 
cover all employees in division 2 plus the 


But also consider 


resident, trust 3 would cover all 
employees in division 3 plus the president In this way, with 3 trusts, the 
president would get a total annual allocation of 6 times the percentage of anyone 
else, i. e., he could get ST percent of his salary against 14% percent for anyone 
else. The bill says that the 15 percent limitation on contributions also applies 
to the compensation of all covered employs 

prevent this abuse as to benefits 


On the use of compensations other than basic 


s in all plans but does not seem to 


or regular compensation as a 
basis for benefits, the bill would allow less leeway than is currently permitted. 
It would permit total compensation only if the total compensation is determined 
under a definite formula. ‘Total compensation has, to my knowledge, always 
been permitted if it is determined under a definite formula and frequently 
a much more liberal policy has been permitted depending upon individual 
circumstances. 

I would like to refer briefly to the problem of the union-sponsored multi- 
employer plan for the benefit of workers represented by the union. As you 
know, hundreds of such plans have been adopted and an increasing number of 
vorkers are relying on such plans to fill out their retirement programs. The 
Internal Revenue Service has in the past read into section 165 (a) the author 
ization for qualification of such plans. Certainly section 165 (a) does not lend 
itself readily to this interpretation. Many attorneys 


feel that it cannot ever 
be strained to give the necessary 


interpretation in certain instances. Thus, in 
rewriting the code there is the opportunity of adequately taking care of this 
problem. The drafters of the bill referred to the problem in the committee 
report but did not deal with it in the bill itself. The report states that such 
plans will continue to qualify as employee plans. There may be serious ques- 
tions whether the opinions expressed in a committee report are to be deemed 
as approved by all the Members of Congress who vote for the bill and by the 
President who signs it. Would it not be better to give adequate consideration 
to this important problem in the bill itself? 

What is the effect of the proposed changes to the requirement of qualification 
of pensions, and profit-sharing plans? The prohibition against discrimination 
which ts the keystone of 165 (a) has been eliminated. The adjective “dis- 
criminatory” can still be found in the bill and the report, but it has acquired 
new meaning. As a result of the arbitrary rules there set forth, a plan estab- 
lished unilaterally by an employer to cover all employees whom he can legally 
cover (namely those employees not represented by a collective bargaining agent) 
is deemed discriminatory even when no stockholders are to be covered; a plan 
intended to provide nominal benefits (perhaps less than under social security) 
to persons earning in excess of $3,600 is deemed discriminatory; a plan which 
does not discriminate today may automatically be discriminatory tomorrow 
because of normal happenings which do not remotely affect discrimination. The 
addition of relatively low-paid employees on a uniform basis to a nondiscrimi- 
natory plan will make it discriminatory while the addition of a high-paid 
employee who is a sole stockholder will make a discriminatory plan nondiscrim- 
inatory. A plan whose participants have been selected on a name basis is 
automaticaly approved and a bona fide plan covering all the employees that the 
employer can cover is discriminatory. A plan providing no benefits to some 
employees and providing disproportionate benefits to others is approved. * * * 
What can we expect if these provisions should become law? 
which will be established under the encouragement of these provisions will 
become national scandals which might very well engulf the entire field of 
pensions and profit sharing and bring it into disrepute. As a result some later 
Congress will be forced into a position of adopting legislation much more 
stringent than that existing today. 


The Cuatrman. Mr. Bullock. 
Sit down, Mr. Bullock, and identify yourself to the reporter, please. 


The extreme cases 
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STATEMENT OF THOMAS M. BULLOCK, CORPORATE TAX ACCOUNT- 
ANT, MECHANICS & MERCHANTS BANK, RICHMOND, VA. 


Mr. Buttock. My name is Thomas M. Bullock. Iam the corporate 
tax accountant for the Mechanics & Merchants Bank of Richmond, 
Va. 

Mr. Chairman, may I read certain portions of my prepared state 
ment ¢ 

The Cuarrman. Very well. 

Mr. Butiock. Thank you. 

The CuairMan. You will file for the record your whole statement ? 

Mr. Butxock. Yes, sir. 

Mr. Chairman and gentlemen of this distinguished committee, | 
am the corporate tax accountant for the Mechanics & Merchants 
Bank, Richmond, Va. 

My appearance before you today is on behalf of this bank and all 
other Federal income-tax payers operating a trade or business, af- 
fected by H. R. 7598, dealing with allowing losses sustained by vol- 
untary demolition of a building, effective for taxable years beginning 
after December 31, 1953. 

I respectfully urge you gentlemen to enact H. R. 7598 into the 
Revenue Act of 1954 because it is sound, equitable, and does not pro- 
vide for any so-called class Federal income-tax legislation whatsoever. 
If you were not to enact H. R. 7598, now, then the taxpayers would 
continue to be taxed on their gross income, and I’m sure that such is 
not your desire. 

The following is quoted from Accountant Handbook, third edition, 
edited by W. A. Paton, Ph. D., C. P. A., professor of accounting, 
University of Michigan. 


SEPARATION OF LAND AND BUILDING Costs 


Improved real estate is often purchased without any explicit provision in the 
transaction for division of costs between land and improvements. Nevertheless, 
it is necessary for the buyer to make an apportionment in his accounts, for tax 
purposes and otherwise, particularly in view of the fact that improvements are 
subject to depreciation and replacement and land in general is not. In this case, 
as in that of residual timber and mineral land, a convenient approach in ap 
portioning is to determine the value of the land directly through a study of 
market values of similar unimproved land in the vicinity. On the other hand, 
particularly where the value of the buildings or other improvements clearly 
represents a major part of the total, it may be desirable to proceed from the 
other direction, by estimating the replacement cost of the improvements and 
from this basis, with proper adjustments for depreciation and other factors, 
obtaining a reasonable figure for the improvements. 

Urban land is often purchased with buildings and other structures thereon 
which must be removed before the site can be utilized for the purpose intended. 
In such cases care must be taken that no large amount of the purchase price is 
attached to the improvements subject to removal. In fact the maximum value 
of the improvements in such conditions is their net salvage value, if any, the 
balance of the purchase price being the cost of the site. 

If the buyer acquired the property expecting to use the buildings or other 
improvements for any considerable time before removal, it is necessary to attach 
a value to the improvements as usable property. If the buyer acquires an im- 
proved property expecting to use the buildings for a time but later finds it im- 
possible to do so, either as a result of poor judgment at the outset or of unfavorable 
changes in conditions, the cost of the land is presumably unchanged but the value 
tentatively attached to the improvements becomes a loss. 


etltiy IN 
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Existing regulation 111 of the Treasury Department, section 
29.25 (e) 

Voluntary removal of buildings, loss due to the removal or demolition of old 
buildings, the scrapping of old machinery, equipment, ete., incident to renewals 
and replacements is deductible from gross income. When a taxpayer buys real 
estate upon which is located a building, which he proceeds to raze with a view 
to erecting thereon another building, it will be considered that the taxpayer 
has sustained no deductible loss by reason of the demolition of the old building, 
and no deductible expense on account of the cost of such removal, the value of 
the real estate, exclusive of old improvements, being presumably equal to the 
purchase price of the land and building plus the cost of removing the useless 
building. 

The Mechanics & Merchants Bank, Richmond, Va., of which I am 
corporate tax accountant, owns two residential houses and at the pres- 
ent time they are occupied by family tenants from whom the bank 
receives gross rental income. 

This bank plans to demolish these residential houses during 1954 and 
use the land for automobile parking for the customers of the bank. 

This bank purchased these residential houses for ultimate demoli- 
tion thereof and families were living in them at the time the houses 
were purchased by the bank. 

Under existing regulations of the Bureau of Internal Revenue no 
demolition loss would be allowable against gross income of this bank 
in the event these houses were demolished, and the adjusted basis of 
these buildings would be added to the original cost of the land. 

Under existing regulations of the Bureau of Internal Revenue, the 
Mechanics & Merchants Banks is not permitted at the present time to 
deduct depreciation on the appraised values by the real-estate profes 
sion of these residential homes; notwithstanding the fact that the 
bank is presently being assessed Federal income taxes on the rents 
now being received from the occupant family tenants. 

Under existing regulations of the Bureau of Internal Revenue the 
Mechanics & Merchants Bank would be permitted to deduct against 
its gross income the adjusted basis of its bank building in the event 
the bank building were demolished, regardless of whether or not either 
a new bank building were erected or the unimproved land were used 
by the bank. 

Here we have a case where the Bureau of Internal Revenue says, yes, 
the bank would have an allowable demolition loss on the bank build- 
ing, and the Bureau of Internal Revenue says, no, the bank would 
not have an allowable demolition loss on the residential houses. 

Such treatment on the part of the Bureau of Internal Revenue ad- 
versely affects economically all classes of Federal income tax payers, 
regardless of whether or not they are banks, corporations, or in 
dividuals, operating a trade or business. 

In addition to the desirability of H. R. 7598 from the standpoint 
of fairness and equity, it seems that it should have the effect of en- 
couraging the purchase of obsolete properties in urban areas. H. R. 
7598 should also encourage the replacement of outmoded buildings 
by modern structures, which might be deferred under existing regula- 
tions or might otherwise be forced into suburban areas, to the detri- 
ment of existing urban developments. H. R. 7598 should provide an 
immediate stimulus in the building industry and permanent improve- 
ments in our cities, which would yield better tax returns and improve 
the efficiency and appearance of our cities. 
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The Mechanics & Merchants Bank bought two residential houses 
for ultimate demolition thereof to use the land for automobile parking 
for customers of the Mechanics & Merchants Bank. This bank 1 
merely attempting to expand its available space to carry on its trad 
or business. At the present time the Mechanics & Merchants Bank 
is paying Federal income taxes on the gross rents now being received 
from family tenants presently living in the two residential homes. At 
the present time no depreciation is permitted to this bank because the 
cost basis of the two residential homes is zero. If these residential 
homes were sold today, the cost basis for determination of gain or loss 
for Federal income tax purposes would be zero and any proceeds fron 
sale thereof would not be any return of capital because the cost basi: 
is zero. The Mechanics & Merchants Bank plans to demolish these 
residential homes during 1954 for use of the land for automobile park 
ing for their customers. 

My appearance here today is because H. R. 7598 was not placed on 
the agenda for consideration by the Ways and Means Committee for 
either their acceptance or rejection thereof. 

I would respectfully recommend that section 125 of the existing 
Internal Revenue Code be repealed in toto and that no bond premium 
loss ever be an allowable deduction against gross income, by the In 
ternal Revenue Code revisions of 1954, H. R. 8300, if you gentlemen 
and the other Members of the Congress of the United States were to 
prove conclusively that the provisions in H. R. 7598 are unsound and 
inequitable to the Federal Government and the Federal income-tax 
payers operating a trade or business because the only basic difference, 
in oe opinion. between the aforesaid two classes of assets is that sec- 
tion 125 of the existing Internal Revenue Code deals with bond 
premiums invested in ints rangible : assets which presently permits a tax- 
payer holder of a bond to ‘deduct the amortizable premium thereon 
against gross income or the adjusted bs — thereof including premium, 
in case of sale thereof, whereas H. R. 7598 deals with demolished 
buildings, tangible assets, which would sestadl the taxpayer to deduct 
against gross income the loss from the voluntary demolition of 
building. 

The taxpayer is compelled to pay a premium on a premium bond 
purchased in the bond market and he cannot buy such premium bond 
at the par amount thereof, notwithstanding the fact that the obligor 
of the bond promises to pay at maturity date the par amount only and 
the same taxpayer is compelled to pay and invest his monetary capital 
in a building regardless of whether or not he uses the building in his 
trade or business or whether or not he demolishes the building and uses 
only the land in his trade or business, or whether or not he erects there- 
on and uses a new building in his trade or business. 

Therefore, he is compelled to pay a premium on a premium bond 
and he is also compelled to pay a monetary premium for a demolished 
building in order to buy the land for either use of the vacant land or 
use of a new building thereon in his trade or business. He has no con- 
trol or economic choice over either type of the tangible or intangible 
assets in that he cannot buy a premium bond at the par amount thereof 
and he cannot buy land without paying for the building as well as pay- 
ing for the land. The taxpayer would never have any monetary in- 
vestment or economic loss in the demolished building if he could have 
bought the building for a monetary cost of zero. The taxpayer can 
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never recover his capital loss of the bond premium and he can never 
recover his capital loss of a demolished building for Federal income- 
tax purposes unless he can deduct them from his gross income. 

The real-estate professional appraisers throughout the United States 
would place a monetary and economic value on a building as of the 
date of purchase regardless of whether or not the taxpayer buys the 
building for use in his trade or business or whether or not he buys the 
building for ultimate demolition thereof; moreover, the assessed valua- 
tions for real-estate tax purposes by the local governments throughout 
our Nation would reduce the assessed valuations for subsequent years 
after the building was demolished. 

For the Congress of the United States to allow the loss on the one 
and to not allow the loss on the other would, in my opinion, be in 
congruous, illogical, and inconsistent in the extreme. 

The findings of fact presented to you gentlemen here today compel 
me to believe conclusively that every Member of the Congress of the 
United States; chief of staff of the Joint Committee on Internal 
Revenue Taxation, Colin F. Stam; Secretary of the Treasury, George 
M. Humphrey; Under Secretary of the Treasury, Marion B. Folsom; 
and assistant to the Secretary of the Treasury, Kenneth W. Gemmill, 
would feel that the subject losses from the demolitions of buildings, if 
applicable, should be allowable deductions on their respective personal 
Federal income tax returns and that H. R. 7598 should be enacted 
into the Revenue Act of 1954, for taxable years beginning after De- 
cember 31, 1953, for all classes of Federal income-tax payers operating 
a trade or business. 

H. R. 7598 would permit Federal income-tax payers operating a 
trade or business to be assessed Federal income taxes on their actual 
and realistic net income and not on their gross income, and with 
equity to all classes of Federal income-tax payers and special privilege 
to none. 

I thank you. 

The CuatmrMan. Thank you very much. 

(Mr. Bullock’s presentation follows :) 


STATEMENT oF THOMAS M. BULLOCK, CorPORATE TAx ACCOUNTANT, MECHANICS & 
MERCHANTS BANK, RICHMOND, VA., RE H. R. 7598 


Mr. Chairman and gentlemen of this distinguished committee, my name is 
Thomas M. Bullock. I am the corporate tax accountant for the Mechanics & 
Merchants Bank, Richmond, Va. 

My appearance before you today is on behalf of this bank and all other 
Federal income-tax payers operating a trade or business, affected by H. R. 7598, 
dealing with allowing losses sustained by voluntary demolition of a building, 
effective for taxable years beginning after December 31, 1953. 

I respectfully urge you gentlemen to enact H. R. 7598 into the Revenue Act of 
1954 because it is sound, equitable and does not provide for any so-called class 
Federal income-tax legislation whatsoever. If you were not to enact H. R. 
7598 now, then the taxpayers would continue to be taxed on their gross income, 
and I’m stre that such is not your desire. 

In 1940 the Lynchburg National Bank & Trust Co. purchased improved real 
estate, land and building, for $37,500, immediately adjacent to its bank build- 
ings. That bank allocated $32,274.75 to land and $5,225.25 to the building. That 
property was acquired hy the Lynchburg bank with the intent of demolishing 
the building and erecting in its place an addition to its main bank building in 
order to expand its available space to carry on its banking business activities. 
At the time of purchase, the building was rented to a retail shoestore and 
restaurant, Thereafter, the real half of that building was destroyed by fire 
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on April 29, 1946. The restaurant tenant occupied the premises continuously 
until the time of such fire on April 29, 1946, paying rent therefor to the owner. 
Lynchburg bank. The shoestore tenant occupied the premises continuously un 
til eventual demolition on the front half of the building in 1949, paying rent 
therefor to the owner, Lynchburg bank. On June 13, 1946, the owner, Lynch 
burg bank, received fire-insurance proceeds of $9,902.84 because of the fire loss to 
the building. The fire damaged the entire rear half of the building to such an 
extent that that portion was demolished in 1946. The cost of that demolition, 
plus the cost of cleaning up the debris, amounted to $2,273.51. In 1949, the 
front half, or remainder, of the building was demolished and construction of an 
addition to the bank was begun on the entire property. 

The new building occupies the same land as the old building. No part of 
that building was used for rental purposes. 

The Tax Court of the United States held in its decision rendered on June 25, 
1953, and affirmed by the United States Court of Appeals, Fourth Circuit, on 
December 5, 1953, that the full amount of fire-insurance proceeds of $9,902.84 
was taxable income to the Lynchburg Bank, and the allocated cost of the building 
of $5,225.25 was allocable in toto to the land, and that the cost basis of the 
building was zero, and that the depreciation was disallowed because of the 
cost basis of the building being zero. 

The following is quoted from Accountants’ Handbook, third edition, edited by 
W. A. Paton, Ph. D., C. P. A., professor of accounting, University of Michigan, 
Separation of Land and Building Costs, page 597: 

“Improved real estate is often purchased without any explicit provision in 
the transaction for division of costs between land and improvements. Never- 
theless, it is necessary for the buyer to make an apportionment in his accounts 
(for tax purposes and otherwise), particularly in view of the fact that improve- 
ments are subject to depreciation and replacement and land in general is not. 
In this case, as in that of residual timber and mineral land, a convenient approach 
in apportioning is to determine the value of the land directly through a study of 
market values of similar unimproved land in the vicinity. On the other hand, 
particularly where the value of the buildings or other improvements clearly 
represents a major part of the total, it may be desirable to proceed from the other 
direction, by estimating the replacement cost of the improvements and from 
this basis, with proper adjustments for depreciation and other factors, obtaining 
a reasonable figure for the improvements. 

“Urban land is often purchased with buildings and other structures thereon 
which must be removed before the site can be utilized for the purpose intended. 
In such cases care must be taken that no large amount of the purchase price is 
attached to the improvements subject to removal. In fact the maximum value 
of the improvements in such conditions is their net salvage value, if any, the 
balance of the purchase price being the cost of the site. 

“If the buyer acquired the property expecting to use the buildings or other 
improvements for any considerable time before removal, it is necessary to attach 
a value to the improvements as usable property. If the buyer acquires an im 
proved property expecting to use the buildings for a time but later finds it 
impossible to do so, either as a result of poor judgment at the outset or of 
unfavorable changes in conditions, the cost of the land is presumably unchanged 
but the value tentatively attached to the improvements becomes a loss.” 

Existing regulation 111 of the Treasury Department, section 29.23(e)-2: 

“Voluntary removal of buildings: Loss due to the removal or demolition of 
old buildings, the serapping of old machinery, equipment, ete., incident to re- 
newals and replacements is deductible from gross income. When a taxpayer 
buys real estate upon which is located a building, which he proceeds to raze with 
a view to erecting thereon another building, it will be considered that the 
taxpayer has sustained no deductible loss by reason of the demolition of the 
old building, and no deductible expense on account of the cost of such removal, 
the value of the real estate, exclusive of old improvements, being presumably 
equal to the purchase price of the land and building plus the cost of removing 
the useless building.” 

The Mechanics & Merchants Bank, Richmond, Va., of which I am corporate 
tax accountant, owns two residential houses and at the present time they are 
occupied by family tenants from whom the bank receives gross rental income 

This bank plans to demolish these residential houses during 1954 and use the 
land for automobile parking for the customers of the bank. 

This bank purchased these residential houses for ultimate demolition thereof 
and families were living in them at the time the houses were purchased by the 
bank. 
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Under existing regulations of the Bureau of Internal Revenue no demolition 
loss would be allowable against gross income of this bank in the event these 
houses were demolished, and the adjusted basis of these buildings would be added 
to the original cost of the land. 

Under existing regulations of the Bureau of Internal Revenue, the Mechanics 
& Merchants Bank is not permitted at the present time to deduct depreciation 
on the appraised values, by the real-estate profession, of these residential 
homes; notwithstanding the fact that the bank is presently being assessed 
Federal income taxes on the rents now being received from the occupant family 
tenants. 

Under existing regulations of the Bureau of Internal Revenue the Mechanics 
& Merchants Bank would be permitted to deduct against its gross income the 
adjusted basis of its bank building in the event the bank building were demol- 
ished, regardless of whether or not either a new bank building were erected or 
the unimproved land were used by the bank. 

Here we have a case where the Bureau of Internal Revenue says “Yes, the 
bank would have an allowable demolition loss on the bank building,” and the 
3ureau of Internal Revenue says “No, the bank would not have an allowable 
demolition loss on the residential houses.” 

Such treatment on the part of the Bureau of Internal Revenue adversely 
affects economically all classes of Federal income taxpayers, regardless of 
whether or not they are banks, corporations or individuals, operating a trade 
or business. 

The purchase price of this bank’s office building represents an actual monetary 
investment therein and the bank can recover the adjusted basis cost thereof 
from year to year for Federal income-tax purposes, by allowable depreciation, 
or allowable demolition loss if demolished, or by sale thereof The purchase 
price of the bank’s residential buildings represents an actual monetary invest 
ment therein, and the bank can recover the adjusted basis thereof for Federal 
income-tax purposes only by sale of the unimproved land, after the buildings have 
been demolished. Such adjusted basis thereof can never be recovered for Federal 
income-tax purposes by depreciation or by a demolition loss. The adjusted 
basis cost of the residential biuldings is an economic and realistic financial loss 
to the bank when they are demolished. 

The adjusted basis cost of the residential buildings of the Mechanics & Mer 
chants Bank is as much an economic and realistic financial loss of the bank fn 
the event these residential buildings be demolished, as the adjusted basis cost 
of the bank’s office building would be an economic and realistic financial loss 
of the bank in the event the bank’s office building be demolished 

The purposes for which the bank’s residential buildings were acquired can 
never prevent the adjusted basis cost thereof from being an economic and 
realistic financial loss of the bank in the event of demolition thereof. I am of 
the opinion that Mr. Dan Throop Smith, who is presently an economist for the 
Treasury Department, would support this sound and commonsense statement 

No person could conclusively prove that the Mechanics & Merchants Bank 
did not pay some money for the residential houses. No person could conclusively 
prove that the former owner of these residential houses sold them to the bank 
for no monetary price whatsoever. No person could conclusively prove that the 
former owner did not have invested monetary capital in the residential houses 
at the time they were sold to the bank. No person could conelusively prove that 
the residential buildings were of no economic and realistic financial value to 
the bank at the date of acquirement thereof 

I do not think that vou gentlemen of this distinguished Finance Committee, or 
any other Member of the Congress of the United States, would sell his personal 
land at the fair market value thereof and give away free a building thereon 
when the building had a fair market value at such time and when such Members 
could receive money for the conveyance of the building simultaneously with 
the sale of the land. I do not think that any Member of the Congress would 
feel that he had not incurred a personal economic and realistie financial loss if 
he had owned the two subject residential houses and had they been demolished 
I believe that any Member of the Congress would feel that such demolition 
losses should be allowable deductions on his personal Federal income-tax return 

The national bank examiners’ and the Federal Reserve bank examiners’ gen- 
eral requirements are that the subject losses from demolitions of buildings be 
charged off of the books of banks. Such requirements of the bank examiners 
appear to support the recognized economic and financial losses ineurred by 
banks upon the demolitions of buildings or residential houses, and it is im- 
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material to the bank examiners as to the purposes for which the buildings wer 
acquired and subsequently demolished. 

The charging off of losses from demolitions of buildings is recognized and 
practiced by the accounting profession throughout the United States, irrespec 
tive of whether or not the Federal income-tax payers are banks, corporations, or 
individuals. 

The practice of the Bureau of Internal Revenue in holding that the adjusted 
basis cost of a demolished building is not an economic and realistic loss to all 
classes of Federal income-tax payers appears to be without support from the 
economists throughout our Nation, the national bank examiners, the Federa! 
Reserve bank examiners, the Federal Deposit Insurance Corporation bank ex 
aminers, the national accounting profession and the standard practice of busi- 
ness entities throughout the United States, 

I am of the opinion that you gentlemen and all the other Members of the 
Congress of the United States would hold sound and equitable H. R. 7598, on 
the basis of Federal income taxes being assessed on the true and realistic net 
income of all classes of Federal income-tax payers operating a trade or business 

In addition to the desirability of H. R. 7598 from the standpoint of fairness 
and equity, it seems that it should have the effect of encouraging the purchase 
of obsolete properties in urban areas. H. R. 7598 should also encourage the re- 
placement of outmoded buildings by modern structures, which might be deferred 
under existing regulations or might otherwise be forced into suburban areas, to 
the detriment of existing urban developments. H. R. 7598 should provide an 
immediate stimulus in the building industry and permanent improvements in 
our cities, which would yield better tax returns and improve the efficiency and 
appearance of our cities. 


SUMMARY 


The Lynchburg Bank’s building had no cost basis for any Federal income-tax 
purpose. The cost basis was zero. No depreciation was allowed because the 
cost basis of the building was zero. The gross rental income from the shoestore 
and restaurant tenants was taxable income to the Lynchburg Bank. The fire- 
insurance proceeds of $9,902.84 was taxable income to the Lynchburg Bank be- 
cause the cost basis of the fire-damaged building was zero. The fire-insurance 
proceeds of $9,902.84 was not any return of capital because the cost basis of 
the fire-damaged building was zero. The Lynchburg Bank was merely attempt- 
ing to expand its available space to carry on its trade or business when they 
bought the land and building. 

The Mechanics & Merchants Bank bought two residential houses for ultimate 
demolition thereof to use the land for automobile parking for customers of the 
Mechanics & Merchants Bank. This bank is merely attempting to expand its 
available space to carry on its trade or business. At the present time the 
Mechanics & Merchants Bank is paying Federal income taxes on the gross rents 
now being received from family tenants presently living in the two residential 
homes. At the present time no depreciation is permitted to this bank because 
the cost basis of the two residential homes is zero. If these residential homes 
were sold today, the cost basis for determination of gain or loss for Federal 
income-tax purposes would be zero and any proceeds from sale thereof would 
not be any return of capital because the cost basis is zero. The Mechanics & 
Merchants Bank plans to demolish these residential homes during 1954 for use 
of the land for automobile parking for their customers. 

My appearance here today is because H. R. 7598 was not placed on the agenda 
for consideration by the Ways and Means Committee for either their acceptance 
or rejection thereof. 

I would respectfully recommend that section 125 of the existing Internal 
Revenue Code be repealed in toto and that no bond premium loss ever be an 
allowable deduction against gross income, by the Internal Revenue Code Revi- 
sions of 1954, H. R. 8300, if you gentlemen and the other Members of the Congress 
of the United States were to prove conclusively that the provisions in H. R. 
7598 are unsound and inequitable to the Federal Government and the Federal 
income taxpayers operating a trade or business because the only basic difference, 
in my opinion, between the aforesaid two classes of assets is that section 125 
of the existing Internal Revenue Code deals with bond premiums invested in 
intangible assets which presently permits a taxpayer holder of a bond to deduct 
the amortizable premium thereon against gross income or the adjusted basis 
thereof including premium, in case of sale thereof, whereas H. R. 7598 deals 
with demolished buildings, tangible assets, which would permit the taxpayer 
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to deduct against gross income the loss from the voluntary demolition of a build 
ing. The taxpayer is compelled to pay a premium on a premium bond pur- 
chased in the bond market and he cannot buy such premium bond at the par 
amount thereof, notwithstanding the fact that the obligor of the bond promises 
to pay at maturity date the par amount only and the same taxpayer is com- 
pelled to pay and invest his monetary capital in a building regardless of whether 
or not he uses the building in his trade or business or whether or not he 
demolishes the building and uses only the land in his trade or business or 
whether or not he erects thereon and uses a new building in his trade or business. 

Therefore, he is compelled to pay a premium on a premium bond and he is 
also compelled to pay a monetary premium for a demolished building in order 
to buy the land for either use of the vacant land or use of a new building thereon 
in his trade or business. He has no control or economic choice over either 
type of the tangible or intangible assets in that he cannot buy a premium 
bond at the par amount thereof and he cannot buy land without paying for 
he building as well as paying for the land. The taxpayer would never have 
any monetary investment or economic loss in the demolished building if he 
could have bought the building for a monetary cost of zero. The taxpayer can 
never recover his capital loss of the bond premium and he can never recover 
his capital loss of a demolished building for Federal income tax purposes unless 
he can deduct them from his gross income. 

The real-estate professional appraisers throughout the United States would 
place a monetary and economic value on a building as of the date of purchase 
regardless of whether on not the taxpayer buys the building for use in his 
trade or business or whether or not he buys the building for ultimate demoli- 
tion thereof; moreover, the assessed valuations for real-estate tax purposes 
by the local governments throughout our Nation would reduce the assessed 
valuations for subsequent years after the building was demolished. 

For the Congress of the United States to allow the loss on the one and to not 
allow the loss on the other would, in my opinion, be incongruous, illogical, and 
inconsistent in the extreme. 

The findings of fact presented to you gentlemen here today compel me to 
believe conclusively that every Member of the Congress of the United States, 
Chief of Staff of the Joint Committee on Internal Revenue Taxation, Colin F 
Stam, Secretary of the Treasury, George M. Humphrey, Under Secretary of the 
Treasury, Marion B. Folsom, and Assistant to the Secretary of the Treausry, 
Kenneth W. Gemmill, would feel that the subject losses from the demolitions 
of buildings. if applicable, should be allowable deductions on their respective 
personal Federal income tax returns and that H. R. 7598 should be enacted into 
the Revenue Act of 1954, for taxable years beginning after December 31, 1953, 
for all classes of Federal income taxpayers operating a trade or business. 

H. R. 7598 would permit Federal income taxpayers operating a trade or 
business to be assessed Federal income taxs on their actual and realistic net 
income and not on their gross income, and with equity to al! classes of Federal 
income taxpayers and special privilege to none. 

IT thank you. 


[H. R. 7598, 83d Cong., 2d sess.) 


A BILL To amend the Internal Revenue Code to provide a deduction from gross income 
for losses sustained by reason of the voluntary demolition of a building by a taxpayer 
operating a trade or business, effective with respect to taxable years beginning after 
December 31, 1953 


Be it enacted by the Senate and House of Representatives of the United 
States of America in Congress assembled, That the heading of subsection (j) of 
section 117 of the Internal Revenue Code is hereby amended to read as follows: 

“(j) GAINS AND Losses FrRoM INVOLUNTARY CONVERSION AND FROM THE SALE OF 
EXCHANGE OF CERTAIN PROPERTY USED IN THE TRADE OR BUSINESS AND LOSSES 
From CERTAIN VOLUNTARY DEMOLITIONS OF BUILDINGS.—” 

Sec. 2. Section 117 (j) (2) of the Internal Revenue Code (relating to general 
rule for determining gains and losses) is hereby amended to read as follows: 

(2) GENERAL RULE.—If, during the taxable year, the recognized gains 
upon sales or exchanges of property used in the trade or business, plus the 
recognized gains from the compulsory or involuntary conversion (as a result 
of destruction in whole or in part, theft or seizure, or an exercise of the 
power of requisition or condemnation or the threat or imminence ‘thereof ) 
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of property used in the trade or business and capital assets held for more 
than six months into other property or money, exceed the recognized losses 
from such sales, exchanges, and conversions, and the recognized losses (which 
shall be the adjusted basis of the buildings provided in section 113 (b)) from 
the voluntary demolition of buildings held for more than six months if the 
land upon which the demolished building stood is to be used in the trade or 
business of the taxpayer demolishing such building, such gains and losses 
shall be considered as gains and losses from sales or exchange of capital 
assets held for more than six months. If such gains do not exceed such 
losses, such gains and losses shall not be considered as gains and losses from 
sales or exchanges of capital assets. For the purposes of this paragraph: 

“(A) In determining under this paragraph whether gains exceed 
losses, the gains described therein shall be included only if and to the 
extent taken into account in computing gross income and the losses 
described therein shall be included only if and to the extent taken into 
account in computing net income, except that subsection (d) shall not 
apply. 

“(B) Losses upon the destruction, in whole or in part, theft or 
seizure, or requisition or condemnation of property used in the trade 
or business or capital assets held for more than six months shall be 
considered losses from a compulsory or involuntary conversion.” 

Sec. 3. Section 23 (i) of the Internal Revenue Code (relating to basis for 
determining loss) is hereby amended to read as follows: 

“(i) Basts ror DerermMrintne Loss.—The basis for determining the amount 
of deduction for losses sustained, to be allowed under subsection (e), (f) or 
(gz), and for bad debts, to be allowed under subsection (k), shall be the adjusted 
basis provided in section 113 (b) for determining the loss from the sale or other 
disposition of property.” 

Src. 4. Section 23 (1) of such Code (relating to deductions from gross income 
for depreciation) is hereby amended by striking out the period at the end of 
paragraph (2) and inserting in lieu thereof a comma and the word “or’, and 
by adding after paragraph (2) the following new paragraph : 

“(3) of buildings purchased with the intent to voluntarily demolish in 
order to use the land upon which any such demolished building stood in the 
trade or business of the taxpayer demolishing such building.” 

Sec. 5. Section 23 of the Internal Revenue Code (relating to deductions from 
gross income) is hereby amended by adding at the end thereof the following 
new subsection: 

“(ge¢) Losses Dug TO VOLUNTARY DEMOLITION OF BUILDINGS.—Losses resulting 
from the voluntary demolition of buildings if the land upon which the demolished 
building stood is to be used in the trade or business of the taxpayer demolishing 
such building,” 

Seo. 6. Section 113 (a) of the Internal Revenue Code (relating to adjusted 
basis for determining gain or loss) is hereby amended by adding at the end 
thereof the following new paragraph: 

“(24) BUILDINGS ACQUIRED WITH INTENT TO DEMOLISH.—If the property 
consists of a building or buildings purchased by the taxpayer with the intent 
to demolish such building or buildings in order to use the land upon which 
such building or buildings stood in the trade or business of the taxpayer 
then the basis shall be the same as it would be if the property had not been 
acquired with such intent to demolish the building or buildings.” 

Src. 7. The amendments made by this Act shall apply only with respect to 
taxable years beginning after December 31, 1953. 


The CrHarrman. Mr. Carroll. Sit down, Mr. Carroll, and identify 
yourself to the reporter. 


STATEMENT OF E. J. CARROLL, DIRECTOR OF ECONOMIC RESEARCH, 
SHARPE & DOHME DIVISION OF MERCK & CO., INC. 


Mr. Carroti. I am FE. J. Carroll, director of economic research for 
Sharpe & Dohme. 

I should like, at this time, to present for the record a statement of 
the American Drug Manufacturers Association, of which association 
we are a member. 
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The CHatrMan. It will be put in the record. 
(The statement referred to follows :) 


AMERICAN DRUG MANUFACTURERS ASSOCIATION, 
Washington 5, D. C., April 7, 1954. 


STATEMENT ON TAXATION OF FOREIGN INCOM! 


The tax committee of the American Drug Manufacturers Association has pre- 
viously presented its views to the Treasury Department and to the staff of the 
joint committee with respect to the tax treatment of foreign income. We 
recommended : 

(1) All enterprises engaged in substantial activities in foreign countries 
should be treated equally by the tax laws. All American goods sold abroad com- 
pete with foreign-made goods subject to lower tax rates, regardless of the method 
of conducting bnsiness in the foreign countries 

(2) To accomplish this purpose 

(a) Section 119, defining “sources of income,” should be amended to pro- 
vide that income from the sale of goods exported, for use or consumption 
outside the United States, shall be considered as income from sources out 
side the United States. 

(b) (i) Section 109, granting a preferential tax rate to Western Hemi 
sphere trade corporations, should be extended to apply to worldwide trade, 
and 

(ii) A dividends-received credit of 100 percent (in lieu of the present 85 
percent) should be allowed for dividends from such a trade corporation, in 
order that the parent may not be deprived of the full benefit of the prefer- 
ential tax rate. 

H. R. 8300 recognizes the principle of preferential treatment of foreign income. 
However, the provisions as drafted (particularly sections 923 and 951) are re- 
stricted to a limited class of foreign enterprises, and discriminate against others 
engaged in substantial activities abroad for whom a like incentive is needed, and 
by whom like risks of a substantial character are assumed. 

In entering foreign markets, it has been customary for a pharmaceutical 
company first to establish in each foreign market its name and reputation and 
the therapeutic qualities of its products. This involves substantial activities 
and expenditures which are as irrevocably committed to the foreign country 
and represent proportionately as great an expenditure as the cost of fixed assets 
required for manufacture within the country. These substantial activities of 
our members include: 

(1) maintaining salesmen abroad; 

(2) advertising their brand names ; 

(5) making samples available; 

(4) sending special representatives to acquaint foreign physicians and 
hospitals (both individually and in convention), with the charac 
teristics and uses of their products; 

(5) conducting clinical investigations to obtain health certificates: 

(6) obtaining and protecting foreign patents and trademarks in each 
foreign country. 

These activities require substantial investment before a market exists for most 
pharmaceutical products in foreign countries. Further expenditures are required 
to maintain and expand such markets. Surely this constitutes the active con 
duct of a trade or business in foreign countries. 

Our preference is still for the adoption of the suggested amendment to section 
119 of the present code (now sec. 862 (a) (6) of H. R. 8300). However. if the 
committee wishes to accept the philosophy expressed in sections 921 to 923 of 
H. R. 8300, at least the following amendments, to avoid discrimination, should 
be adopted : 

(1) The term “trade or business” appearing in section 923 (a) (3) (A) (ii) 
and in section 923 (b) (1) should be amended to include the distribution at 
wholesale of goods or merchandise, subject to one of the following limitations: 

(a) The maintenance, in one or more foreign countries, of either 
(i) a stock of goods or merchandise: or 
(ii) a staff of sales employees ; or 
(iii) substantial activity in the form of advertising, promotion, patent 

or trademark expenditures ; or 
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(b) The goods or merchandise distributed are principally those manv- 
factured by the taxpayer, or its parent or another subsidiary of the 
parent. 

Comparable changes should be made in section 951. 

A less desirable alternative amendment having a somewhat similar effect 
would be the amendment of section 922, extending Western Hemisphere treat- 
ment to all areas of the world. This has the advantage of simplicity and the 
existence of prior administrative interpretation. If this amendment is adopted, 
a 100-percent dividends-received credit should be allowed for dividends from 
such a trade corporation. 

(2) Section 923 (a) (1) should be amended to permit the preferential tax 
rate for branch income (otherwise qualified) which is not deferred in accord- 
ance with the election granted in part IV. This appears to be the intention of 
the bill, although the present language seems to exclude nendeferred income of 
branches. 

(3) Section 923 (a) (2) should be amended to include royalties derived from 
patents, trade-marks, and know-how, and also management fees for services ren- 
dered. In the majority of cases, these are alternative methods of taking profits 
out of foreign countries under existing exchange restrictions and should be 
given the same treatment as dividends. 

(4) The ownership requirement in 923 (a) (3) (B) (i) and 923 (b) (2) (B) 
of more than 50 percent of the voting stock of a foreign corporation should be 
changed to “50 percent or more, or the maximum percent allowable by the re- 
quirements of a foreign country in which the foreign corporation is doing 
business.” This is necessary because of the restrictions in some countries on 
the ownership of majority stock interests by foreigners. 

Mr. Carroti. My appearance today is on behalf of Merck and Co., 
and its affiliates and subsidiaries. In addition to that, the following 
pharmaceutical firms have asked me to appear for them in lieu of per- 
sonal appearances: Abbott Laboratories, Chicago, Ill.; Johnson & 
Johnson, New Brunswick, N. J.; Eli Lilly & Co., Indianapolis. Ind.; 
Parke, Davis & Co., Detroit, Mich.; Chas. Pfizer & Co., Inc., Brook- 
lyn, N. Y.: G. D. Searle & Co., Chicago, Ill.; The Upjohn Co., Kala- 
mazoo, Mich. 

Ail of these firms operate abroad now and collectively we have over 
$100 million invested in foreign assets. 

I should like to file a statement with the clerk and ask that this be 
placed in the record. If you will give me about 3 minutes, we will try 
to get to the ball game on time. 

The Cuatrman. Good. 

Mr. Carroti. The proposed bill would not allow a very substantial 
part of our operations to qualify. We are asking that a manufac- 
turer who sells his own products for consumption abroad should be 
allowed to qualify such sales. We are proposing in our statement 
three methods by which that may be accomplished. A moment ago 
someone testified as to the advisability of using the test of a per- 
sonal foreign establishment to qualify a firm such as ours. We do 
not feel that this would qualify us. We do believe that the Senate 
might wish to have in mind that the permanency of operations of a 
firm abroad be used as a test. Our objection to the personal foreign 
establishment goes back to the lack of a definition of what is a per- 
sonal establishment. We have now tax treaties embodying this prin- 
ciple and even in those treaties we have a variation as to what is and 
is not included. Too often the personal establishment implies the 
possession of a certain type of a receipt. It even encourages firms to 
operate on legal fixes in contravention with their usual practices. We 
do business in the United States and all 48 States. I think we only 
have 17 branches which might be classified as personal establishments 





— 
| 


we, TF) OS 





a 
2 





INTERNAL REVENUE CODE OF 1954 917 


here. We hope that the Finance Committee will so reconstruct the 
proposed sections dealing with foreign income so that manufacturers 
selling products which they make will be able to qualify sales made 
for consumption abroad. 

Thank you, Mr. Chairman. 

(Mr. Carroll’s prepared statement follows :) 


STATEMENT OF E. J. CArro“ti, RELATING TO INCOME FROM FOREIGN SOURCES AS 
PROPOSED IN H. R. 8300 (Repr. No. 1337) 


My name is E. J. Carroll. My residence is 210 Ladbroke Road, Bryn Mawr, 
Pa. I am director of economic research for Sharp & Dohme division of Merck 
& Co., Inc., with division headquarters in Philadelphia, Pa. I am appearing 
today on behalf of Merck & Co., Inc., its subsidiaries and affiliates, to give you 
our suggestions relative to the sections of H. R. 8300 dealing with income earned 
abroad. 

Complying with the committee’s request that testimony be consolidated in the 
interest of conservation of time, the following pharmaceutical firms endorse 
these suggestions in lieu of personal appearances: Abbott Laboratories, Chicago, 
lil.; Johnson & Johnson, New Brunswick, N. J.; Eli Lilly & Co., Indianapolis, 
Ind. ; Parke, Davis & Co., Detroit, Mich. ; Chas. Pfizer & Co., Inc., Brooklyn, N. Y.: 
G. D. Searle & Co., Chicago, Iil.; the Upjohn Co., Kalamazoo, Mich. 

All of these firms are at present engaged in foreign trade and all have assets 
in foreign countries subject to the risks of foreign investments. The eight firms 
endorsing these suggestions have well over $100 million invested in such foreign 
assets as accounts receivable, inventories of finished goods and raw materials 
held abroad, wholesale and manufacturing establishments. 

In section 923 of the bill, the House of Representatives has recognized the 
advantages of making American scientific and technical know-how available 
abroad by providing preferential tax treatment for income derived from profes- 
sional services. Likewise, favorable treatment is afforded income derived from 
a trade or business conducted through a factory, mine, oil or gas well, or public 
utility facility or a retail establishment. The intent of this section is to give 
encouragement to foreign investment by providing favorable tax treatment. 
The proposed measure fails to favorably recognize income derived from that 
gray area between these two classes where payment for the imparting of scien- 
tifie knowledge or technical know-how is contained in the sales price of a com- 
modity manufactured in the United States but sold in a foreign country. The 
section has overlooked the fact that investments of a business nature may be 
made in other than tangible property, and that the amount of these investments 
for a given industry may be greater than that required for a manufacturing 
establishment. Risks on such investments are equally as hazardous as those 
borne by permanent establishments. In the case of pharmaceuticals as well as 
other products, the present bill would offer a premium to firms building foreign 
plants for the purpose of manufacturing products which are now supplied by 
United States factories. 

The sale of pharmaceuticals is largely dependent on the dissemination of 
scientific knowledge. Not only is highly specialized knowledge utilized in our 
laboratories, it is also necessary to impart scientific knowledge concerning a 
product, its actions and reactions in the human system, to medical practi- 
tioners before they can use these products effectively and with safety. The 
knowledge of chemistry as related to the treatment of human illness has advanced 
so rapidly in recent years that only a small percentage of practicing physicians 
in foreign countries have had formal training in the chemistry of many of our 
modern drugs. Those who would introduce new pharmaceutical products in 
foreign countries assume the burden of imparting scientific knowledge to the 
medical practitioners in those countries. 

When a pharmaceutical company enters a foreign country it must first estab- 
lish its name, its reputation, and the therapeutic qualities of each of its products. 
Considerable expenditures are often required to comply with local regulations 
and in obtaining and protecting foreign patents and trade marks. Investments 
are required to maintain a sales force, the sending of special representatives to 
acquaint physicians and hospitals with the characteristics and uses of particular 
products. Clinical investigations and demonstrations are often required. 
Products must be made available to meet the potential demand. In short, a sub- 
stantial investment in other than tangible property is required before a market 
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exists. The sum of such investments necessary to launching a foreign venture is 
frequently greater than the investment that is subsequently required for a manu 
facturing operation. These expenditures and investments create income and 
purchasing power in the foreign country just as do investments in permanent 
establishments. 

Until a market for a product in a foreign country has been developed to the 
point where local manufacture is economical, products are supplied from United 
States plants. We are of the opinion that the Congress does not wish to 
discriminate against investments to develop markets abroad nor to encourage 
location of manufacturing facilities abroad to the detriment of United States 
manufacturing facilities now supplying these markets. These inequities exist in 
the proposed bill. 

We are hopeful that the Finance Committee will thoroughly examine the sec- 
tions of this bill relating to foreign income. Should the committee feel that in 
vestments in foreign countries provide a yardstick by which a firm’s eligibility 
should be determined, it is strongly urged that all types of investments and 
expenditures which may indicate permanency of foreign operations be favor 
ably considered rather than investments in permanent establishments as now 
recommended in H. R. 8300. 

While we feel strongly that all enterprises engaged in substantial activities in 
foreign countries should be treated equally by the tax laws and eligible for 
preferential rates, we are mindful that present conditions may preclude the ac- 
complishments of this goal immediately. For the consideration of the committee, 
however, we are attaching hereto plan No. 1 which indicates the amendments to 
the present bill which would be required to accomplish these ends. 

We are confident that the committee will wish to extend to any American manu- 
facturer preferential rates where the manufacturer creates a market and passes 
title for his goods outside the United States. Such transactions increase foreign 
trade, the desirability of which has been emphasized by this, and previous admin 
istrations. If the committee should decide that such operations are deserving of 
favorable treatment, two plans are suggested for accomplishing these ends. These 
plans are labeled plan No. 2 and plan No. 3 and are attached to this statement. 

Plan No. 2 permits a manufacturer to qualify when he wholesales or distributes 
in a foreign country goods principally of his own manufacture. He must, of 
course, comply with the other restrictions and possess the other qualifications 
set forth. It will be noted that this revision does not recognize wholesaling per 
se, but only wholesaling done by a manufacturer ancillary to the sale of his 
product. This plan is considerably less extensive in its coverage than plan No. 1. 

From the technical standpoint, the simplest way to cover the deficiencies 
pointed out above is to extend the provisions of existing law applying to Western 
Hemisphere trade corporations to worldwide application. It should be pointed 
out that the extension of the Western Hemisphere trade corporation concept to 
include worldwide trade is considerably broader than plan No, 2 in that it allows 
more types of business ventures to qualify. 

The principal amendments required to effectuate plan No. 8 are described in 
the attachments to this statement. 


PLAN NO. 1—SUGGESTED AMENDMENTS TO H. R. 8800 RELATIVE TO FOREIGN INCOME 


Section 862 (a): 

“(6) Gains, profits, and income derived from the purchase of personal 
property within the United States and its sale without the United States, 
and gains, profits, and income derived from the sale of goods exported for 
use or ultimate consumption outside the United States where such sale is 
of goods manufactured by the taxpayer, its parent, or another subsidiary of 
the parent.” 

Section 921. Definition of world trade corporations: 

“For the purposes of this subtitle. the term ‘world trade corporation’ means 
a domestic corporation all of whose business (other than incidental purchases) 
is done in any country or countries outside the United States, its Territories and 
possessions, and which satisfies the following conditions : 

“(1) If 95 percent or more of the gross income (excluding therefrom the 
proceeds of insurance covering any properties outside the United States, its 
Territories or possessions) of such domestic corporation for the three-year 
period immediately preceding the close of the taxable year (or for such 
period during which the corporation was in existence) was derived from 
sources without the United States; and.” 
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Section 922. Special deduction: 
“In the case of a world trade corporation there shall be allowed as a deduction 
in computing taxable income an amount computed as follows 


PLAN NO. 2 SUGGESTED AMENDMENTS TO H. R. 8300 RELATIVE TO FOREIGN INCOME 


Section 928a (38) (A): 


i “(ii) has been derived to the extent of at least 90 percent from the active 

conduct of a trade or business through a factory, mine, oil or gas well, pub- 
i lic utility facility, retail establishment, wholesale or distribution establish- 
i 


ment servicing or selling goods principally manufactured by the taxpayer or 
its parent or another subsidiary of the parent, or other like plan of business 
situated within a foreign country ; and”. 

Section 951 (b) (1): 

“(A) The operation of an establishment engaged principally in the purchase 
or sale (other than at retail or at wholesale if the goods so wholesaled or dis 
tributed are principally of the manufacture of the taxpayer, or its parent or 
another subsidiary of the parent) of goods or merchandise; or 

“(B) The maintenance of an office, or employment of an agent, other than a 
retail establishment or a wholesale or distribution establishment excepted from 
subparagraph (A), to import or facilitate the importation of goods or mer- 
chandise.”’ 


PLAN NQ. 3 SUGGESTED AMENDMENTS TO H. R. 8300 RELATIVE TO FOREIGN INCOME 


Section 921. Definition of world trade corporations: 

“For the purposes of this subtitle, the term “world trade corporation” means 
a domestic corporation all of whose business (other than incidental purchases) 
is done in any country or countries outside the United States, its Territories and 
possessions, and which satisfies the following conditions: 

“(1) If 95 percent or more of the gross income of such domestic corpora 
tion (excluding the proceeds of insurance against losses on foreign ship- 
ments) for the three-year period immediately preceding the close of the 
taxable year (or for such period during which the corporation was in ex- 
istence) was derived from sources without the United States; and”. 

Section 922. Special deduction: 
“In the case of a world trade corporation there shall be allowed as a deduc- 


tion in computing taxable income an amount computed as follows :’’. 


The Cuarrman. Thank you very much, Mr. Carroll. 

Is Roland K. Risa here? It appears he is not present. 

We will meet at 10 o’clock in the morning. 

(Whereupon, at 12:55 p. m., the committee recessed, to reconvene 
at 10 a. m., April 14, 1954.) 
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WEDNESDAY, APRIL 14, 1954 


Untrep States SENATE, 
CoMMITTEE ON FINANCE, 
Washington, D. C. 

The committee met, pursuant to recess, in room 312, Senate Office 
Building, at 10 a. m., Senator Eugene D. Millikin (chairman) 
presiding. 

Present: Senators Millikin, Williams, Hoey, and Kerr. 

The Cuamman. The meeting will come to order. 

Mr. Walter Evans, who was on our schedule for this morning, is 
unable to appear, but will probably submit a statement in behalf of 
the Virginia Association of Businessmen for the record at a later date. 

Mr. M. R. Runyon, of the American Cancer Society. Mr. Runyon, 
make yourself comfortable and identify yourself for the reporter. 


STATEMENT OF MEFFORD R. RUNYON, EXECUTIVE VICE 
PRESIDENT, AMERICAN CANCER SOCIETY 


Mr. Runyon. My name is Mefford R. Runyon. I am the executive 
vice president of the American Cancer Society. 

I wish to address myself to section 117 of the bill, which deals 
with the taxation of fellowship grants. 

The grants of the American Cancer Society are almost invariably 
to individuals who have already received their degrees. Under the 
bill, these postdegree grants are fully taxable to the recipient if the 
amount of the grant is 75 percent or more of the individual’s earnings 
for the 12 months preceding the award. Since even the society’s 
minimum grant of $3,300 is usually more than 75 percent of the pre- 
fellowship earnings, the grants will be taxable under the bill, al- 
though they are nontaxable gifts under existing law. 

The American Cancer Soc iety is a nonprofit organization supported 
entirely by contributions from the public responding to a nationwide 
campaign. The general purpose of the society is to devote its funds 
and its energy to ‘the problem of cancer and its control. 

An important phase of the problem is training young doctors be- 
fore they start to practice, to become competent in the detection and 
treatment of cancer and also ¢o train young scientists for careers in 
cancer research. It is generally recognized by authorities in the field 
that a most serious obstacle in achieving an understanding of the ab- 
normal mechanism of malignant growth is the shortage of trained 
pon dent pte and of doctors qualified to apply the investigators’ lab 

ratory developments to the diagnosis and treatment of the patient. 
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Treatment is presently by surgery, by radiation, and by chemotherapy 
In the cancer field, all these methods require special training. 

The Cuatrman. What do you mean by “chemotherapy”? 

Mr. Runyon. Chemotherapy is treatment with drugs. 

To meet this problem. the society sponsors two training programs 
for research fellows and clinical fellows. Sinoe both are postdoctoral 
programs, the recipient has already had advanced training and, thus, 
can most effectively contribute to the cancer control effort in the short 
est practicable time. 

The research fellowship program has been designed for the society 
by the committee on growth of the National Research Council. Under 
that program, fe ‘lowships are offered by the society to provide researc), 
training at universities or laboratories in such relevant fields as cyto! 
ogy, biochemistry, virology, biology, and in clinical studies in which 
the laboratory developments are applied to the patient. The clinical 
fellowships are made available only through those medical schools 
and hospitals, approved by the council on medical education and hos 
pitals of the American Medical Association, which offer postgraduate 
training in such fields as malignant diseases, surgery, certain surgical 
specialties, radiology, pathology, and internal medicine. 

The American Cancer Society fellowship programs require that 
the particular fellow and his training be approved by the institution 
or hospital where the research or clinical investigation is to be econ- 
ducted and, also, by the supervising scientist or doctor. The insti 
tution undertakes to provide suitable facilities and to make available 
adequate teaching time. 

Stipends, in the case of research fellowships, range from $3,300 to 
$4,500, based on the number of dependents. Clinical fellowships are 
fixed at $3,600 or less. In both cases, the period of the fellowship is 
limited to a maximum of 8 years 

That the research fellowship program has been successful not only 
in training for research but in securing candidates who will remain 
in the research field is indicated by the fact that out of 118 fellows 
that have thus far been trained under the society’s program, 30.6 per- 
ce ay are now giving their full time to cancer research. An additional 

3 percent are devoting their efforts to some combination of research 
anal teaching. This means that the latter are not only engaged in re- 
search but, also, through their teac hing, are contributing to the train- 
ing of other young scientists. 

As for the clinical fellowships, a recent survey discloses that out 
of 188 fellows who have received training, 41 percent are presse 
of the staff of cancer clinics and 44 percent are members of medica 
school faculties. Thus, the beneficiaries of the program are ina weg 
tion to exert lasting influence on the training of future doctors in the 
techniques of the diagnosis and treatment of cancer. 

In no case is the fellow obligated to, or required to, perform any 
service, present or future, for the society, the committee on growth, 
or the training institution ; nor is any prospective employment held out 
to him as an inducement. He is not required to publish his accom- 
plishments, but he may do so if he chooses, without restriction. 

Because the society's fellowship stipends are not compensation, the 
Internal Revenue Service has long ruled, under existing law, that 
they are gifts and not taxable income. Under proposed section 117 
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of the bill, however, beaause the fellow is not working for a degree, 
the stipend would be taxable if it is more than 75 perc ent of the earned 
income of the fellow for the 12 months preceding the month of the 
granting of the fellowship. The result of this provision will be to 
tax virtually all of the fellowship stipends of the society, notwith- 
standing they will still remain gifts. 

The CHamMAN. Just a moment, please. Mr. Stam, what is the idea 
of this provision ? 

Mr. Stam. Generally, I think, the thought was that a lot of people 
would be encouraged to get these grants and fellowships and really 
receive quite an added advantage over their present salary. So that 
is why it had to go down to 75 percent. 

The Cuarrman, What is the extent of it? What is the revenue? 

Mr. Stam. Not much revenue. But there was a lot of criticism, 
not about this particular matter but about a lot of people going abroad 
on these grants and not paying taxes at all on their earnings. And 
the idea was that some reduction should be made in their prior earn- 
ing experience, if they were going to accept this, because it would be 
free of tax. That was the point. 

The CuatrmMan. Go ahead, Mr. Runyon. 

Mr. Runyon. This result could be avoided if fellowships were 
granted only to predoctoral candidates for they would then be working 
for a degree and in such case there would be no limit under the bill 
on the tax-free stipend which they could receive. 

This avenue of conserving its funds is not open to the society, how- 
ever, because experience has conclusively demonstrated that the ob- 
jective of the fellowship training program is better obtained, and the 
public interest better served, by making the awards primarily for 
postdoctoral training. 

The 75 percent provision contained in the bill will not afford any 
relief from tax purposes because the fellows of the society, although 
not working for a degree, are in most cases continuing their training 
without interruption after receiving their doctorates, and so have 
little or no earnings experience. 

For example, of the 85 clinical trainees for 1953-54, their pre- 
fellowship occupations are clearly indicative of their low earnings: 
7 were in military service; 49 were hospital residents with approxi- 
mate maximum earnings of $1,200 and board; 7 were interns with 
approximate maximum earnings of $600 and board; 14 were instruc- 
tors, research assistants or fellows. The situation with regard to the 
1953-54 research fellowships is similar. Since the society’s fellowship 
grants to these individuals is greater than their prefellow earnings, 
the grants will be fully taxed under the provisions of this bill. 

Only if the fellow earned more than $6,000 during the 12-month 
period would the $4,500 stipend be nontaxable because only then 
would the stipend be less than 75 percent of the prefellowship earn- 
ings and, thus, meet the exemption test of section 117. Thus, what is 
as a factual matter a nontaxable gift must, under this bill, turn on 
whether the fellow is earning more or less than $6,000 for the 12-month 
period preceding the month of the gift. 

It may be that this result is intended, but we respectfully draw 
specific attention to the matter so that it may be considered by the 
committee. The society’s fellowship stipends are believed to be the 
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minimum required for decent subsistence. Any increase in the grants 
which may be made necessary in order to make allowance for the tax 
would, of course, diminish the society’s limited funds for the fellow- 
ship program, 

Thank you, sir. 

The Cuamman,. Thank you very much. 

The next witness is Mr. Seidman. Make yourself comfortable, Mr. 
Seidman and identify yourself for the reporter, please. 


STATEMENT OF M. L. SEIDMAN, CHAIRMAN OF TAX COMMITTEE, 
NEW YORK BOARD OF TRADE 


Mr. Semman. My name is M. L. Seidman. I am chairman of the 
tax committee of the New York Board of Trade, 

Considering the howl that has gone up from some quarters that 
this revenue revision bill favors the rich by allowing a 5 percent or 
10 percent dividend credit, one wonders why the complete silence 
about tax-free interest on State and municipal bonds. There is about 
the biggest loophole in our tax law. One would have assumed that 
in as thorough an overhauling of our tax laws as this bill represents, 
some attempt would have been made to close this loophole. 

The New York Board of Trade has repeatedly recommended and 
now reiterates its recommendation that interest on all future issues 
of State and municipal bonds be made fully taxable. 

The Cuarrman. I think there are some constitutional questions 
there, but that is a much larger question than we need to go into now. 

Go ahead. 

Mr. Seripman. Reference to this major leak in our Federal revenue 
is in no way intended as a reflection upon this revenue revision bill. 
To the contrary, a marvelous job has been done by its drafters. Fail- 
ure to do anything about tax-free interest is merely another indica- 
tion to us that our tax laws are often more strongly influenced by what 
is considered good politics rather than good economics 

This omnibus tax bill which we are consideri ing acc omplishes many 
reforms, some of them basic and long overdue. It also corrects some 
grave inequities, closes many loopholes and eliminates much obsolete 
material from our revenue code, Its enactment will represent a 
historic achievement by the 83d Congress. 

In extending the invitations for witnesses to testify on this bill, your 
committee stated that when it is know there are several witnesses 
holding the same opinion on the same subject, it is highly desirable 
that testimony be consolidated into a single presentation. I have 
taken advantage of this suggestion and will not comment on a large 
number of technical changes which will be recommended to your 
committee by the American 1 Institute of Accountants. 

Testimony on these items will, I understand, be presented before 
your committee by J. S. Seidman, chairman of the tax committee 
of that organization, who happens to be a brother as well as a part- 
ner of mine. I have reviewed these recommendations with him and 
I am in agreement with substantially all of them. I shall therefore 
confine my comments to certain provisions in this bill and others not 
in this bill which I believe nant be there. I shall do this entirely 
from the businessman’s point of view. 
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Generally speaking, the provisions of this bill, unless otherwise 
| indicated, become effective retroactively to January 1,1954. In many 
cases, March 1, 1954, is so indicated. * . 

1 would like to direct particular attention to provisions covering 
“corporate distributions and adjustments,” which are to become ef- 
fective as of March 1, 1954. The new rules make revolutionary 
changes in the tax treatment of many corporate transactions. Many 
transactions which under the old law would be tax-free would now be 
taxable, and vice versa. I call your attention also to provisions af- 
fecting “partners and partnership transactions.” Here, too, basic 
changes are made in concept and tax effect i nership distribu- 
tions, dispositions and transactions between a firm and its partners. 
Their effective date is January 1, 1954, with some phases effective 
March 1, 1954. 

Presumably, the retroactive March 1, 1954, date was chosen because 
the curtain on the new code was raised on or about that date. Ac- 
tually, the Ways and Means Committee released part of these new 
code provisions daily and the complete code became available a week 
or 10 days later. But even if the public had ample notice of these 
changes, which of course it did not, it would seem that when such 
basic and revolutionary changes are made, they should under no cir- 
cumstances be made retroactively. 

The appropriate thing to do now is to make these changes effective 
a reasonable time after the passage of the bill. Our recommendation 
is to make them compulsorily effective on January 1, 1955, and give 
the taxpayers the option of coming under the old law or the new, 
with regard to transactions consummated before that date. 

3earing in mind that we are in general agreement with the Ameri- 
can Institute of Accountants on the many technical changes which 
they will propose, I will comment only on the following provisions 
of the code. 

Declarations and payment of estimated tax by corporations: Sec- 
tion 6016, together with 6074, 6154, and 6655, relate to a new system 
for advance payments of corporation income taxes. This system 
contemplates that advance payments be made during the taxable year 
on the current year’s estimated income. It would, over the next 5 
years, have a corporation, whose tax is over $50,000, pay not only the 
full tax for each year but an additional 10 percent, to apply against 
the current year’s income, so that by 1960 and thereafter, 50 percent 
of the tax on the current year’s income will have been paid in the 
same year in which the income is earned. 

It will be recalled that when the pay-as-you-go system was adopted 
for individuals, the tax liability for 1942 was forgiven. No such 
thing is proposed here. Instead, the corporation is asked to carry 
110 percent of its tax burden in each of the 5 years. . 

The pay-as-you-go plan with respect. to individuals was a practical 
necessity. The income of an individual is generally in cash, spread 
over the year and can be reasonably estimated in advance. Also, as 
a collection proposition, it was necessary to collect the tax currently 
if the Government was to collect it at all. This is not so with business 
corporations, There is usually a substantial time lag in converting 
taxable income into cash. This provision, therefore, is sure to cause 
hardship, particularly to small businesses that have had difficulty in 
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retaining earnings needed as working capital. We recommend the 
elimination of this requirement. 

Depreciation: Section 167 of the code proposes to liberalize de- 
preciation provisions. It grants higher depreciation deductions, 
chiefly by permitting the original user of depreciable property to 
adopt a declining balance method of depreciation, at rates double 
those permitted under the straight-line method. The eventual ad- 
ditional cost to the Treasury in taking this approach to depreciation 
may be expected to be zero. 

While this change is a step in the right direction, it is our opinion 
that the provisions are entirely too restrictive. Certainly, there is no 
good reason why this more liberalized treatment should apply only 
to new acquisitions after January 1, 1954. Taxpayers, we feel, should 
be left free to chose any method and adopt any rates, as long as they 
accord with good accounting practices. 

Allowable investments for employee trusts: This new provision in 
our law prescribes certain allowable investments for stock bonus, 
profit-sharing and pension trusts. Such a trust would be denied 
exemption from tax under section 501 (a) unless, at the close of each 
quarter of the taxable year, all of its assets are represented by certain 
specified investments, such as cash and cash items, Government securi- 
ties, annuity contracts, securities of the employer which established 
the trust, et cetera. This looks to us like an encroachment by the 
Federal Government on local government administration of trust 
funds. We recommend the elimination of this provision. 

The CuHatman. Is your sole reason the encroachment on local 
authorities ? 

Mr. Semman. There are other reasons but I limited my 10-minute 
statement to that one. 

The Cuatrman, I will give you a couple more minutes to tell me 
some more. 

Mr. Semman. Well, I don’t know why the Government should go 
into the investment business, to begin with. I don’t know what ma- 
chinery is going to be required to police this thing. Certainly, a 
quarterly examination of the portfolio would seem to be impractical. 
If it is intended to have it quarterly, I suppose it would be the result 
of an examination made after the year to see whether to qualify each 
quarter. 

Also, I doubt whether the provision is broad enough to take in all 
worthwhile securities. It is entirely too limited to specific 
securities. 

The Cuatrman. Mr. Stam of the staff has suggested the purpose is, 
among other things, to prevent too much competition by these trusts 
with other business. 

Mr. SempMan. Well, that may be. There may be some good reason 
that I hadn’t thought of, but it looked to me like in any event in 
every locality in the country there are authorities who are in charge 
of the supervision of trust funds, and that is where, in our opinion, 
this matter belongs. 

Stock insurance companies: Sections 34 (c) and (d) contain lim- 
itations and special rules for determining the types of distribution 
which are treated as dividends for the purpose of the dividend credit. 
Thus, section 34 (c) provides that the credit shall not be allowed with 
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respect to dividends from (1) insurance companies taxed under sub- 
chapter L. The subchapter covers both mutual and stock companies. 
Where a mutual company is not taxed as an ordinary corporation, this 
withholding of dividend credit is understandable. It should not, 
however, apply to stock insurance companies which are taxed as other 
corporations. We consider this provision discriminatory and we 
recommend its elimination. 

I now want to direct your attention to several provisions which, 
in our opinion, should be in the bill but are not there : 

Optional tax treatment for certain corporations and partnerships: 
President Eisenhower, in his budget message last January, had the 
following to say on the subject of optional tax treatment of small 
corporations and partnerships : 

Small businesses should be able to operate under whatever form of organiza- 
tion is desirable for their particular circumstances, without incurring unnecessary 
tax penalties. To secure this result, I recommend that corporations with a 
small number of active stockholders be given the option to be taxed as partner- 
ships and that certain partnerships be given the option to be taxed as 
corporations, 

It does not seem right that the tax status of a small business should 
vary radically because of the mere form of its organization. 

And the New York Board of Trade has called this to your attention 
a number of times. I suppose there are administrative and other diffi- 
culties in managing a situation of that kind, but it should be adopted 
if it is at all possible—and we think it is possible. 

Consolidated returns and intereorporate dividends: President Eisen- 
hower, in his message, had the following to say on the subject of 
multiple surtax exemptions, consolidated returns and intercorporate 
dividends: 

I recommend that the law be tightened to remove abuses from the use of 
multiple corporations in a single enterprise. I also recommend that the penalty 


tax on consolidated returns and intercorporate dividends be removed over a 
3-year period. 

There is now a penalty of 2 percent on the entire taxable income 
for filing consolidated returns. No fair basis exists for such a penalty. 
Frequently, businesses are compelled to operate through several sub- 
sidiaries im order to conform with local laws. In such cases, the true 
income of the business is reflected in a consolidated return of parent 
and subsidiaries. There should be no penalty for reporting the true 
income. 

The President also recommended that intercorporate dividends be 
tax free. An intercorporate tax on dividends represents not a double 
tax but a triple tax on corporate income when it ultimately reaches 
the pakkholer of the parent company. 

Charity contributions: It is frequently the case that charity con- 
tributions in any 1 year, exceeding the 20-percent limit, are lost 
forever as a deduction. It would seem only fair that a 2-year carry- 
back and a 5-year carryforward provision be made applicable to the 
unused excess. 

That, as you know, is the proposed arrangement for ordinary net 
losses. 

Double taxation of dividends: I have left until last the controver- 
sial subject of the double tax dividend credit versus personal income 
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tax exemptions. President Eisenhower, in his budget message, had 
the following to say with respect to double taxation of dividends: 

At present, business income is taxed to both the corporation as it is earned 
and to the millions of stockholders as it is paid out in dividends. This double 
taxation is bad from two standpoints. It is unfair and it discourages invest- 
ment. I recommend that a start be made in the removal of this double taxation 
by allowing stockholders a credit against their own income taxes as a partial 
offset for the corporate tax previously paid. This will promote investment which 
in turn means business expansion and more production and jobs. 

Some relief to the taxpayer whose corporate income is subjected to 
double tax is long past due. The taxation of corporate earnings in the 
hands of the stockholder is highly discriminatory, and has undoubt- 
edly had a restrictive effect on the availability of working capital for 
small businesses. This bill falls far short of giving full relief from 
the discriminatory tax for most stockholders. It leaves the rate struc- 
ture still heavily weighted against stockholders in almost all tax 
brackets. 

I am not exactly clear where our good friend, Senator Walter F. 
George, stands on this subject today in view of his espousal of in- 
creased personal exemptions, but here is what he is reported to have 
said about this very thing in 1949: 

The law should be changed to allow a credit to the individual stockholder for 
taxes already paid by the corporation. As a starter, we should provide a credit 
of a certain percentage, say 10 percent or perhaps 16.6 percent, the amount of 
the first bracket individual income tax. Ultimately, we should exempt dividends 
from taxation completely. 

That is the way Senator George felt about it in 1949, and I hope 
he feels the same way about it today. 

Increased personal exemptions: It is too bad that the controversy 
over relief from double taxation of dividends has been matched up 
with personal exemptions. One certainly has nothing to do with the 
other, and each should be considered on its own merits. 

A $200 increase this year in the personal exemptions is estimated to 
shrink revenue by $414 billion. A $400 increase next year is estimated 
to shrink revenue by $8 billion. The number of taxpayers who would 
be excused from paying income tax altogether if these exemptions 
were increased total 714 million and 15 million, respectively. Our 
Federal budget is still unbalanced by about $3 billion. We simply 
cannot afford to increase the deficit by any such amounts. 

When the time comes to reduce taxes, it should not be done by way 
of increasing exemptions, but rather by decreasing tax rates. Our 
only hope for escaping deadly inflation is to have as many of our peo- 
ple as possible fully tax conscious. They must be aware at all times 
that it is their money and not the other fellow’s money that the Gov- 
ernment is spending. 

Finally, a word on the 52-percent corporate tax rate, which was to 
have died automatically on Roril 1, 1954, and reduced to 47 percent, 
but which this bill ode extend fora year. A 52-percent tax on cor- 
porate income in peacetime is grossly excessive and detrimental to our 
economy. The rate should be lowered as quickly as Government 
finances permit. We appreciate, however, that only by reducing Gov- 
ernment expenditures can we reduce taxes. Our objective still is a 
balanced Federal budget at the earliest possible moment. You can 
count on our wholehearted cooperation in striving to attain that goal. 
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Thank you, gentlemen, for the privilege of making this statement. 
The Cuarrman. Thank you for coming, Mr. Seidman. 
Mr. Bentley, be seated and identify yourself for the reporter, 
please. 


STATEMENT OF BERT C. BENTLEY, CHICAGO, ILL. 


Mr. Bentiey. My name is Bert C. Bentley. I am appearing on 
behalf of 10 organizations in Chicago engaged in pension and profit- 
sharing plan work. 

I would like to make one comment. Mr. Seidman just mentioned 
the restrictions on investments for profit-sharing trusts. The report 
of the Ways and Means Committee says that these restrictions are not 
to have any effect upon existing investments. ‘The language of the 
bill does not seem to make that clear. It would indicate that existing 
investments would have to be changed within the first quarter after 
this bill becomes law. I believe that existing investments ought not 
to bec hanged or bec ompelle <1 to be changed by reason of this new bill. 

The Cuairman. Mr. Stam, is that the result ? 

Mr. Sram. That gets into this problem of retroactivity of the pro- 
vision, which we are looking into in connection with the whole bill 
We have to give some thought to that. 

I might say, along this whole section that the gentleman is referring 
to, that we are restudying that, and there will be some suggestions 
made to correct some of the things that I think he is talking about. 

Mr. Bentiry. There are trusts that have invested in real estate. 
They shouldn’t be compelled to make a sacrifice sale. 

The persons in whose behalf I am appearing today are men whose 
livelihood depends upon being able to assist employers in developing 
and installing pension and profit-sharing plans. They have had 
great deal of experience in this work. I have been in the work my- 
self as an attorney for 18 or 19 years. We hope that our experience 
may be of some assistance to this committee. 

We do not represent any insurance company. We are not in any 
way opposing the interests of organized labor. If it was possible 
for me to employ the ability of a Bishop Sheen to dramatize my 
remarks, I wouldn’t hesitate to do it, but I would just like to say 
that the objections we are raising here are so serious we would prefer 
to have the law not changed at all, rather than to have it go in as is, 
in H. R. 8300. 

I don’t want to use a shotgun. I want to use a rifle, and concen- 
trate my few remarks on exactly two points. Section 501 (e) (3) (A) 
sets up purported classific ations of employees who may bea or 
ticipants under a pension or profit-sharmg plan. However, those 
are only guides, because the sentence winds up that— 
no such classification may be discriminatory in favor of shareholders or key 
employees. 

And we have no quarrel with that. 

It then goes on with a provision that— 
fn classification shall be considered discriminatory only if more than 30 percent of 
the contributions are used to provide benefits for shareholders. 

A shareholder is defined as one who directly or indirectly owns 10 
percent or more of the voting shares of the employer corporation. 
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Also, if more than 10 percent of the participants in a plan are 
key employees, the plan is automatically discriminatory. A key 
employee is defined as any 1 of the 100 highest paid employees of 
the employer. 

Those are the two things to which we object. In the first place, 
they are mechanical rules, and are to be applied to 10,000 different 
situations, and mechanical rules will not work in all of those situations. 
They are discriminatory against small business. They will have 
no effect upon the executives or salaried employees of a large corpora- 
tion, but they do discriminate against the small businesses, 

The Cuarrman. Give me an example. 

Mr. Bentiey. I will be happy to give you an example of that. 
Take just a medium-sized business, T ake a manufacturing company, 
and say they have 1,800 employees, and 1,600 of them are factory 
employees, under union collective bargaining. Therefore, any plan 
for them must be the result of collective bargaining. You have a 
thousand employees who have at least 5 years of employment. There- 
fore, those thousand are called regular employees. You have 50 
office employees. You have 150 salaried employees, but you use a 5- 
year eligibility provision; therefore, you only have 100 salaried em- 
ployees eligible to participate in a plan for salaried and white-collar 
workers. 

You cannot qualify that plan, because it will contain more than 10 
percent ef the key employees, as key employees are defined in the 
bill. So, you would be prohibited, if you were unable to work out 
a collective- bargaining agreement with the union employees, which 
would have to come first—you could never qualify a plan for the 
benefit of the salaried employees. 

Now, we have no objections to plans for union employees, but you 

van’t always work one out with them, one that suits them and one 
that is satisfactory to the employer. 

There is another discrimination here, which is not readily apparent: 
In 1948 this Congress passed the so- -called marital deduction laws, 
because of community property States. However, the laws of various 
States on corporations are not identical. In Illinois every share of 
stock is a voting share. In Delaware practically all of your stock 
may be nonvoting stock. Therefore, some plan might qualify as to 
shareholders and their benefits in Delaware that couldn’t conceiv: ably 
qualify in Illinois, because of the 10 percent of voting shares owned. 
So, there is a radical difference between what could be done in various 
States. 

Now, we have not come down here to be entirely destructive. We 
have a suggestion to make for the replacement of some of the language. 
We would like to suggest that the language setting up the 30 percent 
contributions for the benefit of shareholders, and limiting to 10 per- 
cent of key employees as participants, be removed from the bill, and 
in place thereof we would put in language of this kind: 

Discrimination in favor of employees who are shareholders or key employees 
shall not be determined by any fixed percentage of contributions or benefits, or 
both, or by any limitation upon the number or classification of participating 
employees. 

We would leave it to the Commissioner to issue regulations, but we 
do not want the Commissioner to have the right to issue a regulation 
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such as he did a few years ago, in which he attempted to limit the use 
of contributions for shareholders to 30 percent of the total contribu- 
tions. Incidentally, in the bill it is very vague. It doesn’t say 
whether the contributions are to be computed on an annual basis, upon 
an aggregate basis, or upon any other basis. It merely says “con- 
tributions.” 

We feel that the bill should be clear in some respects, but we feel 
that neither the code nor the Commissioner should have the right to 
impose percentage limitations which are purely mechanical rules. 

Thank you, sir. 

The CuHarrman. Thank you very much. Mr. Stam and the staff 
will give your suggestions very careful study. 

Mr. Bentiey. Thank you. 

(The prepared statement of Mr. Bertley follows:) 


STATEMENT OF Bert C. BENTLEY, CHICAGO, ILL., ON OBJECTIONS TO PROVISIONS OF 
PARTS OF SECTION 501 as Ser Fortu 1n H. R. 8300 


Appearing on behalf of— 

Guy S. Burtis & Associates, employees benefit plan consultants, 1 North La Salle 

Street, Chicago, Ill. 

Earl Schwemm Agency, Great West Life Assurance Co., 135 South La Salle 

Street, Chicago, II. 

Earl Jordan Agency, Massachusetts Mutual Life Insurance Co., 1 North La Salle 

Street, Chicago, Ill. 

Anthony Organization, pension and preferred shareholders plan consultants, 29 

South La Salle Street, Chicago, Il. 

Pension Service, Inc., John O. Todd, president, 141 West Jackson Boulevard, 

Chicago, Ill. 

Louis Behr Organization, pension plan consultants, 29 South La Salle Street, 

Chicago, Ill. 

Paul W. Cook Agency, Mutual Benefit Life Insurance Co., 1 North La Salle Street, 

Chicago, Ill. 

Ferrel M. Bean Agency, John Hancock Mutual Life Insurance Co., 39 South 

La Salle Street, Chicago, Ill. 

Raymond J. Wiese Agency, Provident Mutual Life Insurance Co., 1 North La Salle 

Street, Chicago, Ill. 

Dan A Kaufman Agency, Northwestern Mutual Life Insurance Co., 110 South 

Dearborn Street, Chicago, Ill. 

Objection is made to section 501 (e) (3) (A), subheading, ‘“Nondiscrimina- 
tory Classifications” ; in particular to portions of subparagraph (A), reading as 
follows: 

“A classification shall be considered discriminatory only if more than 30 per 
centum of the contributions under the plan are used to provide benefits for 
shareholders or more than 10 per centum of the participants in the plan are key 
employees, except that a classification shall not be considered discriminatory 
in any case, if, in the case of an employer having not more than 20 regular em- 
ployees, 50 per centum or more of all of such regular employees are participants 
in the plan, and, in the case of an employer having more than 20 regular em- 
ployees, 10 of such regular employees or 25 per centum or more of all such 
regular employees, whichever is greater, are participants in the plan.” 

The requirement that no more than 10 percent of participants may be key 
employees, and the 30 percent limitation on contributions for the benefit of 
participating shareholders, are deemed objectionable. 

Section 501 (a) exempts from tax an organization described in subsection 
(e), which includes “a trust forming part of a stock bonus, pension or profit 
sharing plan of an employer for the exclusive benefit of his employees or their 
beneficiaries.” 

The exemption is subject to certain limitations. It is necessary to keep in 
mind that the type of trust and plan referred to is primarily a means of pro- 
viding retirement incomes, with or without death benefits, and that, with very 
few exceptions, it would be quite proper to call them retirement plans and 
retirement trusts. 
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This presentation refers to only two of the limitations described as “non- 
discriminatory requirements,” both of which are found in the language of sec- 
tion 501 (e) (3) (A). Clauses (i) to (vi), inclusive, list certain classifications 
of employees who may be covered under a plan or trust without a resulting 
discrimination. Clause (vii) permits an employer to use any other classifica- 
tion, or a combination of any of the classifications set up in clauses (i) through 
(vi). These classifications, however, are merely guides, since paragraph (A) 
continues by superimposing provisions that any such classification selected by 
an employer must not be discriminatory in favor of employees who are share- 
holders or key employees, thus giving full discretionary power to the Com- 
missioner of Internal Revenue to reject any classification. A shareholder is 
one who, directly or indirectly, owns 10 percent or more of the shares of the 
employer corporation. A key employee is anyone in the highest paid 10 percent 
of the regular employees, up to a limit of the 100 highest paid employees. A 
regular employee is one who has been employed for a specified period of time 
not exceeding 5 years. 

It will be helpful if we give consideration first to the coverage or eligibility 
restrictions to which objection is made. 

First, if we accept the language of the bill, which is questionable, the limita- 
tion that no more than 10 percent of the participants may be key employees is 
waived only if an employer with 20 or less regular employees covers at least 
half of the regular employees, or an employer with more than 20 regular em- 
ployees covers at least one-fourth of the regular employees, but in no event 
less than 10 of them. 

If this limitation had been in force during the past several years, it would 
have invalidated a substantial number of presently existing qualified plans. 
These are plans which the Commissioner of Internal Revenue has found are 
not discriminatory in favor of shareholders or key employees. It would pro- 
hibit a plan under these conditions: 

A building contractor has a total of 80 employees: 72 are members of various 
building trade unions; 2 are office employees paid on an hourly basis and en- 
titled to overtime pay for overtime work; the remaining 6 are salaried em- 
ployees. The union employees, through negotiated contracts, get various welfare 
and retirement benefits paid for by the employer, which are not available to 
nonunion employees. The 6 salaried employees include shareholders and super- 
intendents. All are within the key employee definition, so that more than 10 
percent of the proposed participants are key employees. To qualify this plan, 
since there are more than 20 regular employees, it will be necessary to include 
at least 25 percent of the regular employees. To do this, the employer would 
have to cover a certain number of union employees, and it is respectfully sub- 
mitted that he could not safely include a selected group of union employees and 
omit the remaining ones. No plan to provide retirement benefits for these 
salaried employees, who meet the primary requirement of being employees in 
the salaried class, can ever qualify. ; 

The limitation on key employees would prohibit a plan under the following 
facts: 

A manufacturing company has 1,800 employees, 1,600 of whom are factory 
employees and members of a union working under a negotiated contract; 1,000 
employees have at least 5 years of employment and are, therefore, regular em- 
ployees; 50 are office employees compensated on an hourly basis; 50 salaried 
employees have less than 5 years of employment, and the remaining 100 are 
salaried employees with 5 or more years of employment. In this group of 100 
salaried employees are all the key employees. The bill says that key employees 
in this case would be the 100 highest paid regular employees. Of these 100 
salaried employees, at least 50 would be ruled to be key employees: therefore, 
more than 10 percent of the participants would be key employees, and the plan 
could not qualify. 

Illustrating more vividly the effect of the limitation on key employees, assume 
that a company has 100 employees, none are union members, 70 are regular 
employees. The automatic qualification rule would require 18 employees to be 
covered. If there are only 16 salaried employees and that is the group the 
employer wants to cover, the plan cannot qualify, because obviously salaried 
employees are the higher paid employees and are in the key-men class in sub- 
stantially every business organization. A similar result would follow in most 
every case with an attempt to qualify a plan for employees in a designated plant, 
division, department, or other operating unit of the employer. It should be 
clearly evident that in any group of employees, the higher percentage of key 
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men will be found among those with the greater amounts of service. Elimination 
by any number of years of service increases the percentage of key men in the 
group having the required years of service. 

The figures shown in the immediately foergoing example might well apply to 
a retail or wholesale organization, as well as to a manufacturing company. 
There are Many good reasons why it is advisable to have a plan for salaried 
employees only, with or without a companion plan for hourly paid employees. 
The requirement that no more than 10 percent of the participants in a plan may 
be key employees is patently unjust, and destroys the general intent of the law. 
It is a purely mechanical rule, and no such rule can be used unless it permits 
multiple variations. This requirement should be removed. 

May we now consider the second limitation or restriction te which objection 
is made. 

Any plan which meets even the objectionable coverage restrictions will still 
fail to qualify if more than 30 percent of the contributions under the plan are 
used to provide benefits for shareholders. It must be emphasized here that the 
language used does not state whether the contributions are those made by the 
employer only, or those made by both employer and employees under a con- 
tributory plan. The language does not say whether the 30 percent limitation is 
to be measured by annual contributions or by the aggregate contributions con- 
templated until a participant reaches his retirement age. If for no other reason, 
the restriction is faulty because it is indefinite. 

It is much more objectionable, however, for other reasons, which can be easily 
shown. Following is an example of how drastic this limitation could be. 

Assume a corporation with a total of 100 employees, 40 of whom are regular 
employees, 8 are salaried and to be covered, and the Commissioner finds the 
plan is not discriminatory. Their ages, salaries, desired amounts of pensions, 
and annual funding costs are as follows: 


| 


30 percent Annual 
. nntuz . 
Name Annual annual Age funding 
| salary | 
’ pension | | cost 
President .........-.-.-. \ $15, 000 $4,500} 55 | $6,009.38 
Secretary 12, 000 3, 600 50 . 
Treasurer é \ . 10, 000 8, 000 38 
Employee. 7, 500 2 250 59 
ee 6, 000 1, 800 7 
ae ; 6, 000 | 1, 800 50 
Do edie ‘ J 5, 000 1, 500 52 
Do Z J bed 4, 800 | 1, 440 | 35 } 





The three officers are also shareholders within the meaning of the law. Here, 
both salaries and pensions are modest. Mostly because of age, the shareholder 
costs take more than 30 percent of total contributions. Under the proposed 
limitation, the employer would be compelled to reduce the desired pension 
amounts for shareholders by more than two-thirds. The calculation of the 30 
percent limitation is tricky. The company could not make a tentative computa- 
tion of the costs for full pensions, and then cut back to 30 percent of that cost 
for shareholders. In our example, the tentative annual cost would be $19,438.16, 
and 30 percent of that, or $5,831.45, would, at first glance, be the amount allow- 
able for shareholders. Actually, the 30 percent would have to be computed by 
first taking the cost for nonshareholders, or $9,103.08, as being 70 percent of the 
total contribution, 100 percent would then be $13,004.40, and 30 percent would be 
$3,901.32. This amount, prorated for the 3 stockholders, would compel reduc- 
tion of the desired pensions as follows: From $4,500 to $1,191; from $3,600 to 
$953 ; and from $3,000 to $794. 

In every instance, this would be less than the lowest nonshareholder pension. 
This is clearly inequitable, and further demonstrates the difficulty flowing from 
the use of mechanical rules which cannot fit every situation. The example used 
is typical of various small manufacturing, sales, and service organizations, but 
under the law as proposed, they could never have a retirement plan which would 
give equitable treatment or even similar treatment to covered employees. Many 
more examples could be shown where plans otherwise reasonable and sensible 
would be automatically disqualified. 

The proposed law would, furthermore, set up an automatie discrimination 
against employees in certain States and favor those in other States. The test of 








934 INTERNAL REVENUE CODE OF 1954 


whether or not an employee is a shareholder is based upon ownership of voting 
stock. In Illinois and many other States, all classes of shares are voting stocks, 
In Delaware and other States, only one class need be a voting class. Manipula- 
tion of classes of shares would permit the employees of a Delaware corporation 
to be covered under a retirement plan, and prohibit the employees of a similar 
Illinois corporation from being covered on the same basis. This unfairness re- 
sulting from State laws was recognized by this Congress in 1948 when it adopted 
the so-called marital deduction measures, and it should not be overlooked at this 
time. 

As constructive measures, it is urged (1) That the following language in section 
501 (e) (8) (A), to wit: 

“A classification shall be considered discriminatory only if more than 30 
percent of the contributions under the plan are used to provide benefits for 
shareholders or more than 10 percent of the participants in the plan are key 
employees, except that a classification * * *” be deleted. 

(2) That in the place of the deleted language, there be substituted the follow- 
ing language: 

‘Discrimination in favor of employees who are shareholders or key employees 
shall not be determined by any fixed percentage of contributions or benefits, or 
both, or by any limitation upon the number or classification of participating em- 
ployees. A plan * * *” 

A provision of this nature is not mechanical, specifically grants power to the 
Commissioner of Internal Revenue to approve or disapprove plans, but prohibits 
the use of any fixed percentages in determining whether or not discrimination 
exists. It will give the Commissioner the power he has thought necessary since 
his 30 percent regulation was withdrawn, and will permit proper consideration 
of each plan on its own merits. Subject to some general rules, individual con- 
sideration is the only fair method of determining whether or not a stock bonus, 
pension or profit-sharing plan is discriminatory. 

The Cuarrman. Mr. Nathans. Sit down, Mr. Nathans, make your- 


self comfortable and identify yourself to the reporter. 


STATEMENT OF RICHARD M. NATHANS, PRESIDENT, MACHINERY 
DEALERS NATIONAL ASSOCIATION 


Mr. Narnans. Thank you. 

Mr. Chairman, and members of the committee; I would like to take 
this opportunity to thank you for hearing the Machinery Dealers 
National Association on the subject of depreciation, as contained in 
H. R. 8300. 

My name is Richard M. Nathans and I am a partner of the Kings 
County Machinery Exchange in Brooklyn, N. Y. As president of 
the association, I have been asked to appear before you today on a 
subject that affects all industry. The President, Secretary Hum- 
phrey, Secretary Weeks, and others high in the administration have 
stressed time and again that the new depreciation proposals contained 
in H. R. 8300 will stimulate business, create more jobs, and thus in- 
crease purchasing power through increased competition and more 
efficient production methods. I respectfully submit that while that 
aim is a worthy one, the present proposals will not accomplish that 
result. 

Almost without exception all users of metalworking machine tools 
believe that an accelerated depreciation program would permit them to 
upgrade the equipment in their plants much faster than under the 
epg straight-line method of depreciation. The term “upgrading” 
1as a definite meaning in the machine-tool industry, which I shall try 
to explain later in this statement. 

By restricting the benefits of rapid depreciation to new machine 
tools, that is, machine tools built after January 1 of this year, a large 
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percentage of our manufacturing concerns will not be able to take 
advantage of its provisions. Thus, a large potential market is elim- 
inated. Only the established manufacturer who has established credit 
lines or is able to finance the purchase of new equipment through the 
sale of stocks or bonds, will be able to buy the equipment which is 
expected to accomplish the desired results. ' 

[ say to you that 96 percent of American business is small business 
by any standard, and that group does not have the financial resources 
with which to take advantage of this new proposal. 

We asked to be heard this morning to bring to your attention some 
of the many reasons why the bill should be amended to permit the 
proposed declining balance method of depreciation to be applied to 
used machine tools, as well as new machine tools. 

Our members are small-business men and a large percentage of our 
customers are small-business men. While the number of employees 
in our industry ranges from 1 to approximately 200 persons, the aver- 
age is 10 persons. We have no way of knowing the average number 
of employees of our customers, but I am personally satisfied that by 
any standards this committee cares to use, the vast majority of our 
customers constitutes small business. For an accurate picture of the 
importance of small business to the American economy, I would like 
to call your attention to an article in the current Nation’s Business 
which contains a statement by Wendell Barnes, the Administrator 
of the Small Business Administration, in the Department of Com- 
merce, which says that 96 percent of American business is small 
business. 

The Cmatrman. What is his definition of “small business”? Or, if 
you haven’t got it, what is your definition ? 

Mr. Natuans. I have aspecific copyright here, Mr. Chairman, which 
defines that in about three pages. However, it says that small business 
comprises any enterprise that is less than 100 employees. 

The Cuamman. Less than 100? 

Mr. Narnans. Yes, sir. And he also says that large business is 
any enterprise that comprises more than 1,000 employees. 

The Cuarrman. Thank you. 

Mr. Naruans. I have that right here, sir. 

I would like to state briefly exactly what our association has done 
and what the members of our industry do. For the past 13 years our 
association has worked with and tried to be of assistance to the various 
governmental agencies in the many problems which have involved 
machine tools. During that period we have urged to these various 
agencies that a realistic depreciation policy on machine tools is vital 
to our national defense and private industrial economy. We are 
gratified that the proposed bill recognizes in part that accelerated 
depreciation will be a stimulus to industrial expansion. Because the 
present provisions of H. R. 8300 restrict the new method of acceler- 
ated depreciation to machine tools constructed after January 1, 1954, 
we feel that it discriminates against a large segment of industry. We 
feel it would be disastrous to the tremendous number of small manu- 
facturing concerns if the present proposal becomes law. In our judg- 
ment, it favors the larger and well-established firms and places small 
but growing firms at a competitive disadvantage. 

The business of our industry is the purchasing, reconditioning, or 
rebuilding and sale of used machine tools. There are approximately 
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700 firms in the United States who are engaged in this business. They 
are constantly working with metalworking manufacturers, most of 
whom are small-business men, trying to sell them on the idea of buy- 
ing more modern machine tools. They are experienced machine-tool 
experts and collectively have a wide variety of practical and technical 
knowledge which is available to the manufacturer in many ways, 
They advise the manufacturer on what tool to buy, how it may be 
financed, and occasionally do the financing themselves. 

They also work with his factory personnel in explaining how the 
equipment may be operated to the best advantage. He is continually 
trying to persuade the manufacturers to upgrade their machine tools. 
The benefits from this upgrading process are increased efficiency and 
lower prices. 

The Cuarmman. Explain the upgrading process. 

Mr. Naruans. Yes, sir. 

When a small business starts activity, they generally have limited 
capital, with some experience. Perhaps 1 or 2 men get together 
and want to go out and create a shop. In order to do so, with limited 
capital, they cannot buy the average tool that goes from $7,000 to 
$10,000, or sometimes $15,000, which is new. Therefore, they seek a 
good used tool, or as good as they can afford to buy. So that a lathe 
that sells normally for $7,500 today would probably sell between 
$1,500, $2,500, and $3,500, depending upon its age and condition and, 
therefore, they could afford to buy that tool. They may buy it on 
time. 

So, they start in business, and as they progress they would buy a 
better tool, and upgrade their tool, and replace that machine with a 
later type tool. 

The Ceamneiitt: What do you mean by the expression “upgrade”? 

Mr. Naruans. They cele upgrade the type of machine. I mean 
the machine that is in better condition. 

Let me illustrate it this way, Mr. Chairman: If I get myself a $55 
a week job, or $60 a week, and want to use a car to go to work, I buy 
a car that is a 1942 model, because I can’t afford anything else, and I 
buy it on time. After a couple of years, if I have been consistent on 
my job, I go out and buy a 1946 car. 

‘The Cuarrman. You mean as they get along, they buy better 
machinery ¢ 

Mr. Naruans. Yes, sir, up to the point where they can buy a better 
machine, 

Now, the reasons why a manufacturer buys used machine tools are 
as follows: 

1. Availability: Many manufacturing concerns buy used machine 
tools because they are immediately available, they can be purchased 
and shipped today and be on the production line tomorrow. 

2. Price: Satisfactory used machine tools can be purchased at a 
substantially lower price than would be required for the purchase 
of a new machine tool. 

3. Capital investment: Less original capital is required to purchase 
good used machine tools for production purposes. 

4. Tooling-up process: In the tooling-up process for a new contract, 
it is advisable to buy a good used machine tool until experience indi- 
cates the type of machine that proves best for the particular job, 
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considering the cost and availability of a new machine. In other 
words, they don’t have to experiment with too great an expenditure. 

5. Special contracts: Many small manufacturing concerns will take 
a contract for a limited run of items to be produced or will take a 
subcontract to help another manufacturer produce a certain item 
for a specific job. For financial reasons, it is only practical to buy 
a used machine tool for this type of contract. 

6. Emergencies. 

(a) Peacetime: During peacetimes there are emergencies such as a 
fire, a flood or a hurricane which require certain manufacturers to 
draw on the available inventories of surplus machine tools so that 
their production will not be delayed too long. This inventory permits 
the manufacturer to reestablish his normal production line without 
delay. 

If you will recall, gentlemen, the recent GM Livonia fire, where 
the gearshift plant there was virtually knocked out overnight, and 
which was the key to the automobile industry at the time, they called 
upon the used machine tool people. They bought what they had, and 
shipped them immediately into that plant. And also the rebuilders 
reactivated those machine tools, where it was possible, and in jigtime, 
in record time, that production was set back—I would say it was 
stimulated and set back in the production in the course of 3 months. 
It started at approximately the end of July, and by October and 
November it was underway. 

(6) Wartime: The history of our past national emergencies shows 
that the inventories of machine-tool dealers are the first to be drafted. 
This inventory provides our Government with production tools, in 
addition to those already owned by the Government, for immediate 
use until such time as new machine tools can be built, delivered and 
put into operation on the production line for defense materials. 

Deliveries are sometimes 1 or 2 years. We have seen where back- 
logs have been as far back as 214 years in the case of an emergency. 
But our stockpiles are always available to them. They can put them 
back on the line overnight, virtually. 

It is a well-known fact that in our national defense structure, used 
metalworking machine tools provide an extremely important position 
in the early stages of production for war. These machines are in uni- 
formly heated warehouses, have been tested under power and serviced 
by experienced machine-tool men, and are available for immediate 
productivity. As production expands, used machine tools will con- 
tinue to serve a vital part in national defense by providing machines 
available immediately when breakdowns occur. 

H. R. 8300 discriminates against small businesses because small 
businesses buy used machine tools. Small businesses are usually 
started by one or a few individuals, as I pointed out before, Mr. 
Chairman, with an idea, experience, and limited funds. Usually they 
buy suitable used machine tools for their immediate needs and save 
the balance of their meager financial resources for other use in the 
business. Most of our large manufacturing firms of today got their 
startinthisway. It is part of our economy. 

Experience shows that, with the exception of the Government in 
emergency periods with unlimited funds, there are very few firms, 
including the very largest firms, which set up a new plant with brand 
new machinery and equipment. The reason is that there is a tremen- 
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dous floating inventory of good used machine tools and equipment 
on the market t, available at a fraction of the cost of new equipment. 

Another reason for this initial caution is the high mortality rate of 
new, untried and/or unproven projects. 

We believe that this group of manufacturers is important to the 
national economy. We: also believe it imperative that this committee 
do everything possible to encourage the start, growth, development, 
and expansion of the small- business man who provides so many jobs 
in all sections of the United States, and is the very foundation of our 
productive strength. 

Perhaps the most important single factor in the development of 
small businesses in the metal working field has come about as the result 
of a service function initiated and developed by the machine-tool 
dealers during the last 50 to 60 years. I refer to “up-grading” and 
would like to define it so that this committee will appreciate its 
importance. 

This up-grading service has helped most new businesses to become 
established and, in our judgment, must be encouraged. Basically, it 
is very simple and works like this: A firm with a 30-year old machine 
tool is encouraged to replace it with a later, more modern machine 
tool, say, 15 years old. The advantages are increased efficiency and 
lower cost. Later, the firm replaces that machine tool with a machine 
tool that is 10 years old. This process is continued until the firm has 
the financial resources to buy a large percentage of new machine tools. 
The declining balance method of de spreciation, if granted to the pur- 
chaser of used machine tools, will speed up this perpetual process of 
technological improvement. 

Accelerated depreciation will be of great help to metal working 
manufacturing concerns in that it will help them to continually “up- 
grade” their equipment with limited funds. However, the current 
bill would assist only those firms who buy new equipment. It would 
penalize a great number of firms who cannot or who, for many rea 
sons, do not choose to buy new machine tools. We feel that the same 
privileges should be accorded the firm which buys used machine tools 
as is granted the purchaser of new tools. 

We believe that the maintenance and expansion of jobs in the 
United States is one of our most serious responsibilities as citizens. 
The expansion of our economy and industry is an avowed aim of 
this administration, but it must be emphasized that machine tools 
are the basic tools of industry. It follows, therefore, that if industry 
is to be encouraged to expand, the machine tool industry of which 
we are an important part must also be encouraged. 

We would like to refer to the paragraph in the Ways and Means 
report citing their reasons for not permitting used industrial equip- 
ment to enjoy the privileges of the new declining-balance method 
of depreciation. That statement may have been correct for many 
types of property, but we do not believe it applies to the industry of 
used machine tools for the many reasons given in other parts of this 
statement. 

To me, the important sentence in the House report is as follows: 

“The stimulus to investment through liberalized depreciation is most 
important with respect to the creation of new assets.” I say to you 
that the stimulus to investment actually comes from the creation of 
new businesses and the expansion of the existing small business. 
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It is our position that the new liberalized depreciation policies must 
apply to used machine tools because they are the foundation stone 
of any industrial expansion. We read in the papers that the Secre- 
tary of the Treasury is seriously concerned about the national budget. 
That concern is proper but he should also be concerned about the 
creation of new jobs with which to finance that budget. 

To insure that this supply of machine tools is available when needed, 
it is necessary that the “up-grading” link not be disturbed by dis- 
criminatory depreciation systems that would disturb the natural 
economics of metal working industrial production. In essence, this 
is what the Honorable Sinclair Weeks, Secretary of Commerce, has 
stated on many occasions, when he has said, “The economy of our 
country and Government is so delicately balanced that no individual 
or group can be permitted to disturb this balance.” 

The Cuamman. What does that mean? Never mind. Go ahead. 
I was going to ask you what that means, but that would take too 
much time. 

Mr. Naruans. I have a very small closing paragraph. 

The Cuamvan. I didn’t want you to take the burden of justifying 
Sinclair Weeks’ statement. 

Mr. Naruans. Thank you. 

In conclusion, gentlemen, I have endeavored this morning to set 
forth some of the reasons why the manufacturer who, for a variety 
of reasons, desires a used machine tool, should be allowed the same 
competitive advantage that is given the purchaser of a new machine 
tool under the House bill. 

If there are any questions or any additional information necessary, 
I will be glad to furnish that information to the members of this 
committee or your staff. 

Thank you, gentlemen. 

The Cuarrman. Thank you very much. 

Now, Mr. Terborgh. Mr. Terborgh, be seated and identify your- 
self for the reporter, please. a 

Mr. Trrrorcu. May I stand, please? 

The CHarrMan. Yes. 


STATEMENT OF GEORGE TERBORGH, RESEARCH DIRECTOR, 
MACHINERY AND ALLIED PRODUCTS INSTITUTE 


Mr. Trersorcu. My name is George Terborgh. I am researeh di- 
rector of the Machinery and Allied Products Institute, and appear 
here on behalf of the institute. 

Mr. Chairman, I have a formal statement, which I don’t intend to 
read, and would like to submit for the record. 

The CuatrMaNn. It will be put in the record. 

(The prepared statement of Mr. Terborgh follows:) 


STATEMENT OF GEORGE TeRBORGH, RESEARCH DiRECTOR, FOR THE MACHINERY AND 
ALLIED Propucts INSTITUTE ON INTERNAL REVENUE Cope or 1954 (H. R. 8300) 


Mr. Chairman and gentlemen of the committee, as national spokesman of 
the capital-goods industries, the Machinery and Allied Products Institute is of 
course keenly interested in the subject now before this committee, the revision 
of the Internal Revenue Code. As its spokesman on this occasion, I should 
like first of all to express the appreciation of the institute for the opportunity 
to comment briefly on H. R. 8300. 
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Your telegram of invitation made it clear that you propose to take cognizance 
of our testimony before the Ways and Means Committee of the House and do 
not desire its repetition here. We shall respect this wish. Our statement 
will be confined, therefore, to a few comments on the pending Dill. 

The institute testified before the Ways and Means Committee, not only on 
tax depreciation, but on the treatment of consolidated returns and intercor- 
porate dividends, loss carrybacks and carryovers, the double taxation of divi- 
dends, section 102, and the treatment of foreign-source income. We propose 
to deal at some length with the provisions of the bill on tax depreciation, leaving 
until the end of this statement some brief comments on its provisions with 
respect to the other subjects on which we submitted recommendations. 


REFORM OF TAX DEPRECIATION 


Section 167 provides for a liberalization of depreciation policy with respect 
to both the estimate of the useful life of property and the method of allocating 
the depreciable cost over the years of service. As to the latter, the House has 
accepted our recommendation for a double-rate declining-balance depreciation 
method but has limited its use to new assets acquired after December 31, 1953. 

While we recognize that this limitation was imposed for budgetary reasons, 
we wish to emphasize that a realistic depreciation policy cannot be achieved 
until: (1) The double-rate declining-balance writeoff is allowed as to all assets, 
regardless of their date of acquisition, and (2) taxpayers are permitted to adjust 
original-cost book values to their equivalent in present dollars, thus correcting 
for the deficiency in depreciation accruals resulting from the decline in the 
value of the dollar since the assets were acquired. We endorse the provisions 
of the bill so far as they go (subject to some technical changes to be suggested 
presently), but only as a first step in the right direction. They do not con- 
stitute an adequate program and should be supplemented as soon as budgetary 
considerations permit.’ 

How small a first step it is now proposed to take is made evident by a com- 
parison of our estimate that tax depreciation allowances are now deficient by 
some $7 billion a year (on business fixed assets alone), with the Treasury’s 
estimate that the depreciation provisions of H. R. 8300 will provide tax relief 
of only $375 million in fiscal 1955. Obviously, this implies an increase in that 
year of much less than $1 billion in permissible allowances, or less than one- 
seventh of the real deficiency. ‘We earnestly admonish the committee to consider 
whether a more adequate adjustment should not be provided here and now. 

The desirability of bolder action is accented by the revolutionary proposals 
advanced by the British Chancellor of the Exchequer in his budget speech of 
April 6. In recognition of the need for accelerating the modernization of British 
industry and strengthening its international competitive position, he has proposed 
the conversion of the present initial allowances of 20 percent on equipment and 
10 percent on plant, which now operate to reduce future depreciation, into allow- 
ances over and above full future depreciation. The Chancellor's observations on 
the proposal are so interesting and important that we have appended them to 
this statement. 


Determination of service lives 

We are heartily in favor of subsections (d) and (e) of section 167, which are 
intended to reduce irritation and controversy in administering depreciation policy. 
As the committee knows, these sections provide substantially as follows: 

1. Where the taxpayer and the Internal Revenue Service have agreed in writing 
to a rate of depreciation to be applied to any property, that rate will continue 
to be allowable for tax purposes until such time as evidence is produced that was 
not taken into consideration when the agreement was made. 

2. Where a change in preagreed rate is proposed, the burden of proving the 
existence of facts and circumstances justifying the change rests with the party 
initiating the proposal to change. 

8. The Internal Revenue Service may not disturb a depreciation rate used 
by a taxpayer without preagreement so long as the useful life determined by 
the IRS to be correct does not differ by more than 10 percent from the useful 
life used by the taxpayer. 





1A complete documentation of the institute’s position on depreciation is included in its 
latest book, Realistic Depreciation Policy, now in press. A pamphlet summary of this book 
has been furnished each member of the committee. 
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We believe these provisions will help materially to mitigate controversy over 
life estimates and depreciation rates. 


The alternative-method rule 

Paragraph (3) of subsection (b) attempts to lay down a standard for other 
methods of depreciation than the double-rate declining-balance writeoff author- 
ized in paragraph (2) of the subsection. This standard prescribes that cumula- 
tive allowances by such other method shall not exceed the total of such allow- 
ances that would have been computed under paragraph (2). 

This is not a workable formula as it stands, since any method that writes off 
100 percent of cost over the service life, including the ordinary straight-line 
writeoff itself, will accumulate a larger total of depreciation by the last years 
of the asset life than that acumulated under the declining-balance method. That 
method, applied at twice the straight-line rate, leaves generally some 10 to 12 
percent of cost unrecovered at the end of the life. The cumulative depreciation 
test could of course be applied to the first half or two-thirds of the asset life, or, 
alternatively, the Secretary could be given administrative discretion to decide 
whether an alternative method is within the acceleration provided by the allow- 
able declining-balance writeoff. 


Treatment of used assets 

In its depreciation recommendations to the Ways and Means Committee, the 
Machinery Institute urged that the double-rate declining-balance method be 
applicable to all depreciable assets regardless of date of acquisition. The bill 
limits the availability of the new writeoff method to assets acquired after 
December 31, 1953, and even then to assets acquired in new condition. 

This involves, obviously, a double discrimination: (1) Against taxpayers 
acquiring assets, new or used, before the deadline; (2) against taxpayers 
acquiring used assets after the deadline. The first discrimination is of course 
much more serious in its immediate impact, but is a once-and-for-all affair, 
whereas the second will continue to recur indefinitely whenever used assets are 
purchased in the future. 

The purchase of used productive equipment is quite common in many fields, 
and the purchase of used buildings and real-estate improvements is very widely 
prevalent, so much so that the bulk of all buildings are owned at any given time 
by investors who acquired them in used condition. The denial of declining- 
balance depreciation to used acquisitions is therefore a rather substantial dis- 
crimination against some of the purchasers concerned. 

This denial is presumably in recognition of the impropriety of doubling the 
remaining-life straight-line rate on such acquisitions. In our judgment, how- 
ever, the remedy is not to exclude them from eligibility, but rather to permit 
declining-balance depreciation, if desired, at twice the full-life straight-line 
rate (the rate computed on the sum of the expired life and the remaining life). 
The buyer of used assets could then choose between this method and the 
presently-available method, straight-line depreciation over remaining life. 

This proposal would still leave a disparity between the options available to the 
purchaser of used property and those that would be available to the seller if 
he continued to hold the property. The latter, having started with declining- 
balance depreciation, would presumably be debarred from switching to straight- 
line depreciation when that became advantageous. One obvious way to remove 
this disparity would be to give the same options to a taxpayer who holds his 
assets for life that are here proposed for the purchaser of used assets. This 
would permit him to write off the first half of cost by the double-rate declining- 
balance method and then to switch to the straight-line method for the remainder 
of the writeoff. We commend this suggestion to the consideration of the 
committee. 


All-or-nothing rule 

I turn now to a couple of points which ought properly to be handled by admin- 
istrative action rather than by statute, but which should be dealt with in the 
law unless a change in present regulations is assured. The first of these is the 
all-or-nothing rule which the Internal Revenue Service has attempted to apply 
to taxpayers using declining-balance depreciation within the limits heretofore 
allowed (1.5 times the straight-line rate). 

This rule requires the taxpayer to put all his assets, or at least all assets 
in certain categories, on the declining-balance writeoff if he elects that writeoff 
as to any of his assets or as to any in a class thereof. I assume that it is 
the intent of H. R. 8300 to permit a free and unrestricted election as to new 
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assets acquired after December 31 last. In other words, a taxpayer may divid« 
his acquisitions between the declining-balance and other methods at his discre 
tion provided he continues these methods over the lives of the assets, or the 
depreciation accounts, concerned. The committee should either obtain the 
assurance of the Internal Revenue Service that the provisions of the bill will be 
so interpreted, or amend the bill to require this interpretation. 


Group-accounting requirement 

The other respect in which existing Internal Revenue Service regulations need 
amendment has to do with the requirement that taxpayers must follow group- 
accounting procedures wherever possible. This method of accounting denies 
the right to take losses or gains on retirements from group accounts. So far 
as the regulations are concerned, the only way a taxpayer with assets capable 
of being grouped for depreciation purposes can take losses and gains on retire- 
ments is to use as the basis of depreciation the life of the longest lived asset 
in the account, rather than the average life of the assets therein.2 This restric- 
tion is in effect prohibitive, and the practical result is mandatory group 
accounting. 

The term “group accounting” has a somewhat different meaning as applied to 
a declining-balance or net-account writeoff than it does when applied to gross- 
account writeoffs such as the conventional straight-line. In the latter case, 
assets continue to be depreciated as long as they survive, but not longer. Under 
the declining-balance method, on the other hand, the net account, or undepreciated 
balance of cost, continues to be depreciated indefinitely (so long as the aceount 
goes on) regardless of whether the particular assets represented in this unde- 
preciated balance are still in existence. This means that a declining-balance 
account, if continued indefinitely on an open-end or revolving basis, continues to 
accumulate undepreciated remainders from all the assets formerly ineluded in 
the account. It is important therefore that this method of depreciation have 
some way to close out these undepreciated remainders. 

Two alternatives suggest themselves: (1) Depreciation accounts can be set 
up by year-of-origin groups and handled by group accounting rules, the unde- 
preciated balance of each such group being closed out either with the retirement 
of the last survivor or when the estimated average life of the group is attained. 
(2) Each retirement from group accounts, whether year-of-origin or open-end, 
can be closed out when it occurs by computing loss or gain at that time. In 
this computation the remaining balance on the retired item can be derived sim- 
ply by the application of the group depreciation rate over the attained life of 
the item. 

We strongly recommend that this close-out privilege be made available with the 
declining-balance method. The justification for this position is developed at 
length in the book, Realistic Depreciation Policy, to which I referred earlier, and 
I shall not undertake to redevelop it here.’ Suffice it to say that in terms of 
averages, or probabilities, the closeout privilege is eminently fair both to the 
taxpayer and to the Treasury. Again, if the committee can be assured of ap- 
propriate modification of existing regulations of the Internal Revenue Service, 
the matter need not encumber the statute. If not, an amendment to the bill 


is in order. 
OTHER RECOMMENDATIONS 


Consolidated returns and intercorporate dividends 

Although the President proposed in his budget message “that the penalty tax 
on consolidated returns and intercorporate dividends be removed over a 3-year 
period”, the House bill takes no action in this direction. The Machinery Insti- 
tute has consistently recommended that these penalty taxes be eliminated, and we 
wish to reiterate our views at this time. 


Tawation of corporate retained earnings 

Sections 531-536 of H. R. 8300 incorporate most of the changes in the present 
section 102 which were recommended by the Machinery and Allied Products 
Institute. However, the new bill still requires that if a finding of improper 
accumulation is sustained the penalty tax must be paid on the full amount 





2An exception is made in the case of abnormal retirements from average-life accounts 
®The text is available in mimeograph if the committee or its staff wishes to consult it 


before the printed volume is at hand. 
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of accumulated surplus. We believe that the committee should amend H. R. 
9300 to provide that the penalty tax is applicable only to that part of the sur- 
plus found to be beyond the reasonable needs of the business. 


Double taxation of dividends 

The House bill provides for an exclusion from gross income of small amounts 
of dividend income ($50 the first year and $100 thereafter), and also provides 
a tax credit for dividends received by individuals of 5 percent the first year and 
10 percent thereafter. We believe this to be a desirable start in the abatement 
of double taxation of dividends, but it is only a start, and further steps should 
be taken as Soon as revenue needs permit. 


Loss carryover and carryback 

In accordance with the President’s recommendation, the House has provided 
in section 172 of H. R. 8300 for the retention of the present 5-year carryforward 
and an increase in the carryback from 1 year to 2 years. This again is a step 
in the right direction but still falls short of the 10-year period determined to be 
equitable.“ The MAPI recommendation is for a 6-year carryforward and a 3-year 
‘arryback. 
Taxation of foreign-source income 

H. R. 8300 incorporates, we are glad to note, substantially all of the recom- 
mendations presented by MAPI to the House Ways and Means Committee, and 
we hope this committee will concur in them. 


Research and development costs 

Section 174 of H. R. 8300, permitting either deduction or capitalization of 
research and development expenditures, is completely in accord with the long- 
standing MAPI position. The section provides a long-needed clarification of 
the law. 

This statement has covered only a few of the provisions of H. R. 8300. We 
wish to commend the Congress, the Ways and Means Committee, and the Senate 
Finance Committee for undertaking such an important and comprehensive re- 
vision of the Internal Revenue Code. Our study of the principles involved in 
the bill, and of its technical provisions, will of course continue, and we shall 
appreciate permission to submit to the committee in writing any further recom- 
mendations which appear appropriate in the light of this study. 





Excerpts From THE BupGet MESSAGE OF THE CHANCELLOR OF THE EXCHEQUER, 
Mr. BuTLER, TO THE BritisH House or Commons, AprRIL 6, 1954 


COMPANY TAXATION—INVESTMENT ALLOWANCES SYSTEM 


I now wish to end as I began, with our primary need: that is, to improve our 
competitive power. In my survey of last year I have already commented on 
the inadequate level of investment by private industry. Our rate of industrial 
modernization is strikingly less than that of America, and it seems probable that 
the Germans are now moving ahead of us. We shall not long continue to com- 
pete successfully in the export field with these, our principal rivals, unless our 
plant and equipment is completely up to date. 

In accordance with my pledge last year, I have reviewed the whole question 
of company taxation. I have tried to devise some fresh encouragement to in- 
dustry to put money into productive investment. This is the more essential 
since the physical and financial resources at our disposal are now sufficient 
to allow a substantially higher rate of investment than we are undertaking. 
Last year I restored the initial allowances to 20 percent. This was a step in the 
right direction, but a limited one, since its effect is essentially that of an interest- 
free loan. As the cash resources of companies increase, this incentive becomes 
of less importance. 

After considerable reflection, therefore, I have decided to take a further step, 
and to replace, subject to a few exceptions, the present initial allowances by a 
new system which I call investment allowances. At present the cost of invest- 
ment in plant, machinery, industrial building, or mining works may be offset 





*See, for instance, Capital Goods Industries and Federal Income Taxation, Machinery 
Institute, 1940. 
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against gross profits during the life of the asset by means of depreciation allow- 
ances. The initial allowance merely anticipates a part of the annual allow- 
ances, sO that tax liability is less in the year in which investment takes place, 
but may be larger later on. 

The new investment allowance will do more. It will give a tax-free allowance 
equal to a part of the cost of investment in the assets which I shall describe 
as qualifying for it. It will be given in addition to the full annual depreciation 
allowances. Thus, the initial allowances gave some extra help in the year in 
which the investment was undertaken, but at a cost of smaller allowances for 
that investment in later years. In contrast, the new investment allowance gives 
similar help in the first year, but with no reduction in subsequent allowances. 

In general, the field over which the new investment allowance will operate will 
be the same as that of the initial allowance, which applies to plant and machin- 
ery generally and to new industrial buildings and mining works. But in view 
of the purpose of the new allowance, which is to encourage fresh investment, and 
of its nature, which is to give a tax-free allowance over and above the cost of 
the qualifying assets, there must be both additions to, and deletions from, the 
initial allowance list. I propose that agricultural buildings and also plant and 
buildings used for scientific research, neither of which attract initial allowances, 
shall rank for the new investment allowance. (Hear, hear.) Investment in up- 
to-date buildings can assist farm production no less than industrial production, 
and the importance of scientific research to our economy can hardly be overesti- 
mated. The new allowance should also help the shipping industry——(cheers)- 
to carry out the big replacements which are necessary in the years ahead, and 
thus to maintain its vital contribution to our economy. 

On the other hand, I do not think that this tax free benefit should be available 
either for secondhand plant or machinery which does not represent new invest- 
ment, or for ordinary motor cars—(Opposition cheers)—-which can, and often 
do, serve both business and private purposes. (Renewed Opposition cheers.) 
These assets will however continue to rank for the existing initial allowance at 
20 percent. 

I propose that the new investment allowances shall apply, in the case of quali- 
fying assets, to capital expenditure which is incurred, that is, which becomes 
due and payable, after today. In respect of expenditure on such assets, the ini- 
tial allowance will in general cease from today. The rates of investment allow- 
ance will be 20 percent for expenditure on new plant and machinery and new 
mining works, and 10 percent for new industrial and agricultural buildings. 
For plant, machinery, and industrial buildings, these are the same as the exist- 
ing rates of initial allowance, but they will be more favorable in the long run. 
The 20 percent investment allowance for mining works is not immediately so 
favorable as the existing initial allowance of 40 percent. But since it vill be 
given over and above allowances up to the cost of the works, it will practically 
always be better in the long run. However, I will allow any mining undertaking 
to choose between the new investment allowance and initial allowances at the 
40 percent rate. 

There will have to be provisions safeguarding the new allowance from abuse. 
But these and other details must wait for the finance bill. 

The cost of changing from initial allowances to investment allowances will be 
negligible in 1954-55 and about £4m. in 1955-56. Thereafter the cost will in- 
crease year by year, and although the actual amount will, of course, depend on 
the level of new investment I expect it to reach a considerable figure in the future. 
But insofar as this new allowance succeeds in its object of creating additional 
assets, those assets will, of course, be yielding additional revenue, for the coun- 
try, for their owners, and for me. 

The Cratrman. Give us a summary. 

Mr. Ternorau. The statement covers a number of matters on which 
we testified before the Ways and Means Committee but, in order not 
to repeat yrevious testimony, we are merely commenting upon the 
pending bill with reference to these matters. F 

My own remarks here will be confined entirely to one subject, the 
proposed reform of tax depreciation. 

We are very much gratified at this first step, and it may be un- 
gracious to criticize 
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Senator Kerr. Are you speaking in favor of the provision against 
which the previous witness appeared ? 

Mr. Tersorau. I shall comment later on the question of used assets, 

We are very much gratified with this proposed reform, as a first 
step. We regard it only as such, however. How small a step it is can 
be exemplified by a comparison. Our-.estimates are that the present 
annual deficiency in tax depreciation allowances is about $7 billion 
ayear. For fiscal 1955 the proposal now pending will increase allow- 
ances by somewhat less than $1 billion 

Senator Kerr. From what to what? 

Mr. Tersorex. It will increase present allowances by less than $1 
billion for fiscal 1955, although in subsequent years, of course, the 
difference will increase. 

Senator Kerr. You estimate a total of $7 billion? 

Mr. TrrsorcH. That is our estimate of the current annual deficiency 
in tax allowances. 

I want to emphasize in passing that, in our opinion, the pending 
proposal should be regarded simply as a small first step in a direction 
in which it is necessary as soon as possible to go further. 

I should like to make four technical comments on the provis sions 
of the bill. The first has to do with section 167 (b) (3), which pro- 
poses a definition of acceptable alternative methods (other than the 
double-rate declining-balance method authorized in par. 2 of that 
subsection). 

The criterion is whether, under the alternative method, the accum- 
ulated depreciation reserve exceeds at any time in the life of the prop- 
erty the reserve that would be accumulated under the double-rate 
declining-balance method. If the accumulated reserve at no point 
exceeds the latter, then the method is presumed to be acceptable. 

It is one of the disabilities of the declining-balance method, even 
when applied at twice the straight-line rate, that it does not complete 
the writeoff of property by the end of the service life. Indeed, if the 
service life is correctly estimated, there will remain about 10 to 12 
percent of cost unliquidated at the end. This means that any alter- 

native method that does accomplish a 100 percent writeoff over the 
service life will, in the late years of service, have accumulated a re- 
serve that exceeds the double-rate declining-balance reserve. 

This subsection must be redone in some fashion to eliminate this 
absurdity. Taken literally, it would exclude even the conventional 
straight-line method itself. 

There are two ways out here, as we see it: The cumulative-reserve 
criterion can be applied, provided its application is limited to, say 
one-half or two-thirds of the service life of the property ; or, the Com- 
missioner of Internal Revenue can be given discretion to determine 
whether an alternative method is more accelerated than the double- 

rate declining-balance writeoff and whether, therefore, it is pre- 
sumptively reasonable. 

I come now to the point you raised, Senator Kerr, the treatment of 
used assets. While my organization is primarily interested in new 
machinery and equipment, 1 may say we regard the used asset exclu- 
sion as extreme and unwarranted. As the preceding witness has said, 
there is a very large traffic in used productive equipment. When we 
turn to real estate, the traffic is even larger. Because of the long life 
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of real estate improvements, most properties change hands many times 
over their service life. At any given moment most of the holders of 
real estate are those who acquired it in used condition. The present 
bill would exclude from eligibility for declining-balance depreciation 
every purchaser but the original one—— 

Senator Kerr. And the purchase of everything, other than some- 
thing new. 

Mr. Trersorcu. That is correct. 

Now, the reasons, I think, why used assets were excluded are prob- 
ably two: It was felt, first, that incentives for the acquisition of used 
assets are somewhat less stimulative economically than those given 
for the purchases of new assets. The new assets have to be produced 
to be purchased. 

The other reason probably is this. Under existing practice a pur- 
chaser of used property makes a remaining-life estimate, and straight 
lines his cost over that remaining life. It is not appropriate to double 
the remaining-life straight-line rate for declining-balance purposes 
on used assets. 

We are suggesting an alternative, however. Instead of excluding 
used assets categorically, as is now proposed, the purchaser could be 
given the option of using straight-line depreciation over remaining 

ife, or declining-balance depreciation over total life, total life to be 
arrived at by the addition of the expired life to the estimated remain- 
ing life. The straight-line rate appropriate to that total life would be 
doubled for declining balance application. This would give the pur- 
chaser of the used equipment substantially the same declining-balance 
rate the seller would have gotten if he had held it. To that extent—— 

Senator Kerr. Isn’t it entirely possible that a lot of the products 
you are talking about, that are sold, their original life is not known? 

Mr. Tersorcu. Yes. I point out, however, Senator, that after an 
asset is fairly well along in its service life and is sold in used condition, 
the purchaser is much better off straight lining over remaining life, 
than by taking declining balance over total life, by the rule we have 
suggested. The declining-balance option would in fact be applied 
only to fairly young assets. The younger they are, of course, the 
easier it is to ascertain their attained age. Remaining life always 
has to be estimated anyway, and, if necessary, expired life can be 
estimated. 

This would still leave a minor disparity between the privileges 
available to the purchaser of used assets and those that would have 
been available to the previous owner had he continued to hold them. 
This owner would have had no option to straight line out over remain- 
ing life. Having elected initially to depreciate on the double-rate 
declining-balance basis, he would have been forced to continue. 

One suggestion the committee might very well ponder is to give 
all owners of property a standing option to elect whichever writeoff 
gives them the better result. Let them take the straight-line rate 
on their gross property or double the straight-line rate on their net 
property. 

Under this option, taxpayers would depreciate an asset by the de- 
clining-balance method until it is 50 percent reserved, and there- 
after would run it out by the straight-line method. This would elimi- 
nate this cardinal defect in the declining-balance method already 
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referred to, its failure to complete the writeoff of cost. Moreover, 
it would put the purchaser of used property on a precise parity, with 
respect to his options, with a taxpayer who continues to own the prop- 
erty over its full service life. 

Our third technical suggestion is not properly one which should 
be accommodated by statute. It should be handled by regulation. 
However, the committee should either assure itself that it will be 
done by regulation, or put it in the statute. I refer to the repeal of 
the “all or nothing” rule which the Internal Revenue Service has 
heretofore applied to the declining-balance method. 

As you know, it has been possible for taxpayers to use declining- 
balance depreciation, provided they do not claim more than 114 times 
the straight-line rate. But the Service has attempted to insist that 
they make the declining-balance election as to all of their assets, or 
as to none. In some cases the election has applied to all of certain 
classes of assets, or to none. We take it that it is the purpose of the 
pending legislation to give the taxpayers an unrestricted option. 
They can apply different methods to different assets or groups of 
assets at their discretion, provided they apply them consistently once 
the election is made. 

My last comment has to do with the practice of the Internal Revenue 
Service in requiring group accounting. The existing rule is that 
if a taxpayer wants to use an average- life rate (as distinguished from 
a maximum-life rate) on group accounts, he is denied the privilege 
of taking gains and losses on retirements. 

With the dec lining-balance method, this rule is much more objec- 
tionable than with the straight-line method, since the declining- 
balance writeoff never does complete the liquidation of cost. Even 
though assets have long since been retired, there still remains in the 
group account a residium of unliquidated cost. It is important, there- 
fore, to find some method of cutting off these balances. 

There are 2 or 3 ways to do this. It is possible to allow taxpayers 
to group their assets by year of origin, and then to close out unde- 
preciated balances with the retirement of the final asset from each 
group. Or they can be closed out upon the attainment of the esti- 
mated average life of the group. A better method, however, is to 
permit the closing out of gains and losses as the retirements occur. 

I shall not discuss this further, but do wish to admonish the com- 
mittee to look into the question. If it is not possible to get a com- 
mitment from the Internal Revenue Service that the group account- 
ing requirements will be relaxed, a relaxation should be written into 
the law itself. Again the preferred method is to get it done admin- 
istratively. It isa detail that hardly belongs in the code. 

Thank you very much. 

The Cuatrrman. Thank you very much. 

Now, Mr. Dawson. 


STATEMENT OF ALBERT DAWSON, CHAIRMAN, LEGISLATIVE 
COMMITTEE, NATIONAL LICENSED BEVERAGE ASSOCIATION 


Mr. Dawson. Mr. Chairman and gentlemen of the committee, my 
name is Albert Dawson. I live in Devils Lake, N. Dak., where I own 
and operate a bar and lounge, selling beverages for consumption on 
the premises. I am chairman of the legislative committee of the 
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National Licensed Beverage Association and appear before this com- 
mittee on behalf of its membership. 

Our association is a national trade association of proprietors of 
restaurants, taverns, hotels, bars-cafes, and cabarets. Our member- 
ship of approximately 45,000 is affiliated with our national association 
through 34 State and local institutions in 25 States and the District 
of Columbia. A list of affiliated associations is appended to my 
statement. 


(The list referred to follows:) 
AFFILIATES OF NATIONAL LICENSED BEVERAGE ASSOCIATION 


Arizona Retail Liquor Dealers Association, Inc. 
Associated Tavern Owners of Brooklyn, Inc. 
California Licensed Beverage Association 

California Tavern Association 

Chicago Tavern Owners Association 

Colorado Retail Liquor Dealers Association, Inc. 
Connecticut Restaurant Association, Inc. 

Idaho Licensed Beverage Association 

Tilinois Tavern Owner's Association 

Licensed Beverage Association of Illinois 

Indiana Retail Alcoholic Beverage Association, Ine, 
Maryland State Licensed Beverage Association, Inc. 
Massachusetts Retail Liquor Dealers’ Board of Trade 
Michigan Table-Top Licensees’ Congress 

On-Sale Liquor Dealers of Minneapolis, Inc. 
Minnesota Licensed Liquor Retailers, Inc. 

Montana Licensed Liquor Dealers’ Association 
Nebraska Licensed Beverage Association 

Nevada Licensed Beverage Association 

United Licensed Beverage Association of New Jersey 
State Restaurant Liquor Dealers Association, Inc. (New York) 
North Dakota Beverage Dealers Association 
Buckeye Retail Liquor Dealers’ Association (Ohio) 
Oregon Licensed Reverage Association 

Retail Liquor Dealers of Pennsylvania 

United Tavern Owners of Philadelphia 

Rhode Island Retail Liquor Dealers’ Association 

St. Paul On-Sale Liquor Dealers’ Association 

South Dakota Retail Liquor Dealers’ Association 
Associated Tavern Owners of Utah, Inc. 

Restaurant Beverage Association of Washington, D. C., Ine. 
Wisconsin Tavern Keepers Association, Inc. 

Tavern League of Wisconsin, Inc. 

Wyoming State Retail Liquor Dealers’ Association 


Mr. Dawson. Iam here to ask your help in the solution of a problem 
with which our industry is troubled. The problem is the increasing 
competition for public patronage which we, as licensed taxpaying 
retailers, are receiving from tax-exempt organizations such as private 
clubs, fraternal organizations and veterans’ groups. 

At the outset, I want to make clear that neither I nor the retailers 
I represent are unfriendly to these exempt organizations. In fact, 
among our members are found probably the greatest group of “joiners” 
in the country. A very large majority of our membership is active 
m the life of such groups. I, therefore, limit my discussion here to 
that part of their activities which is not related to their general pur- 
pose of organization. I would also like to say that as members of 
these groups we are cognizant of the fine civic and patriotic work 
accomplished by them and that the occasional money-raising ac- 
tivities for such purposes are a necessary part of their activities. 
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We do, however, earnestly object to the present trend among such 
exempt organizations to actively solicit public patronage for their 
food and beverage business. From our observation, over the years, 
it appears to us that the elimination of the use of slot-machines a few 
years ago by most of such organizations has caused them to look else- 
where for a source of revenue. Since a great many of them already 
have facilities for serving food and beverages to their members, it 1s 
an easy matter for them to serve the general public with little increase 
in overhead costs. The result has been an increasing activity by them 
in the solicitation of public patronage. 

The problem of competition with private enterprise by organiza- 
tions exempt under section 101 of the code was recognized by the 
Congress in the Revenue Act of 1950, when the law was changed so 
as to tax the unrelated business net income of organizations exempt 
under the provisions of subsections (1), (6), (7), and (14), except 
churches. That change in the statute made the corporate income tax 
applicable to their income derived from a trade or business the conduct 
of which is not substantially related to the exercise or performance by 
such organization of its charitable, educational, or other purpose or 
function constituting the basis for its exemption under section 101. 

We now ask the Congress to extend this principle of equal taxation 
so as to include the organizations exempt under subsections (3), (8), 
and (9), which are the fraternal organizations, veterans’ groups and 
private clubs. 

Our members throughout the country have complained of this com- 
petition from tax-exempt groups, and lately have been sending to our 
association headquarters clippings from newspapers which show the 
advertising activities of the exempt organizations. From those clip- 
pings we have selected a number which we believe indicate the magni- 
tude of their solicitation of public patronage and have appended a re- 
production of them to this statement as an exhibit. The exhibit does 
not contain all of the clippings received, but is representative of the 
public advertising now used by our tax-exempt competitors. The 
clippings are taken from the newspapers of 29 cities and towns in 11 
States, extending from Montana in the West to Massachusetts in the 
East. 

(The exhibit referred to was made a part of the committee file.) 

Mr. Dawson. Most of the advertising used by the tax-exempt or- 
ganizations shows clearly that the general public is welcome to use 
their facilities. In some cases, the advertising carries a notation 
“Members and Guests” or some similar phrase, but even in these cases 
it is obvious that the general public is invited since it is unreasonable 
to suppose that in towns and cities of the size indicated in the exhibit, 
that it is necessary to advise their membership by newspaper of the 
facilities and activities available to them. Some of the advertising, 
you will note, even offers publicly the facilities of the clubs for cater- 
ing to weddings, banquets, and various types of social functions. 

When we ask the Congress to apply the Federal income tax to the 
unrelated business net income of the now tax-exempt organizations, 
we believe that our request is fair. We do not ask that any difficul- 
ties or hurdles be placed in the path of such organizations. We ask 
only that when they solicit public patronage to compete with the tax- 
paying retailers, that they, too, pay a Federal income tax on the profits 
they derive from that public patronage. 
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Mr. Chairman, that concludes my statement. 
The Cuatmrman. Thank you very much, indeed. 
Mr. Dawson. Thank you, gentlemen, for the opportunity to appear. 


The Cuatrman. Mr. Willard A. Weiss. 


STATEMENT OF WILLARD A. WEISS, PARTNER, EUGENE M. KLEIN 
& ASSOCIATES, CLEVELAND, OHIO 


Mr. Weiss. Mr. Chairman, and members of the committee, my name 
is Willard A. Weiss. Iam a partner in the firm of Eugene M. Klein 
& Associates, Cleveland, Ohio. Our firm serves as actuaries and con 
sultants to several hundred clients in the Midwest in connection with 
the study of administration of profit-sharing and pension plans. In 
the time allotted to me, I would like to discuss certain provisions of 
the proposed Internal Revenue Code relating to pension and profit 
sharing trusts. 

In addition to my oral testimony, I would also like to submit for 
the record a written memorandum, covering specific recommendations. 

The Cuarrman. It will be put in the record. 

(The memorandum referred to follows :) 


MEMORANDUM SUBMITTED BY WILLARD A. WEISS TO THE SENATE FINANCE Com 
MITTEE IN CONNECTION WITH CERTAIN PROVISIONS OF THE PROPOSED INTERNAI 
REVENUE Cope or 1954 RELATING TO PENSION AND PROFIT-SHARING TRUSTS 


I. PRELIMINARY STATEMENT 


This memorandum is submitted to the Senate Finance Committee in connec 
tion with certain provisions of the proposed Internal Revenue Code of 1954 
relating to pension and profit-sharing trusts. The report of the Committee on 
Ways and Means accompanying H. R. 8300 sets forth as one of the objectives 
of the proposed revisions a simplification of the pertinent provisions and more 
precise rules to minimize the ambiguities and inconsistencies under present law. 
It is an unfortunate consequence that the proposed revision itself has generated 
an entirely new series of ambiguities and inconsistencies. What was intended 
according to the committee report to constitute “greater flexibility” has ap- 
parently imposed considerable limitations. What was intended to have provided 
adequate safeguards, on the other hand, may have unintentionally provided for 
new bases for discrimination. 


Il, STATEMENTS RELATING TO PROPOSED REVISIONS IN EMPLOYEE COVERAGE 
REQUIREMENTS 
i. Reference 
The following statements apply to section 501 (e) (3) of H. R. 83800 which 
covers the subject of nondiscriminatory classifications under pension and profit- 
sharing plans. 


2. Background 

The overwhelming nature of the proposed changes in the employee coverage 
requirements necessitates a re-examination and reminder of the purpose of the 
last major revision of the Revenue Code applying to pensions which occurred 
in 1942. The purpose then was to improve the welfare of employees by en- 
couraging the establishment of pension trusts for their benefit while at the same 
time preventing utilization of such trusts for tax avoidance purposes. The 
purpose was to weed out the narrow, discriminatory, selfish type of pension and 
profit-sharing plan which casts suspicion over bona fide plans. The legislation 
of 1942 was the culmination of efforts of the Joint Committee on Tax Evasion 
and Avoidance of the 75th Congress in 1937. 

The Revenue Act of 1942 removed the tax avoidance and tax evasion questions 
then existing. Since that act was passed, there has been no clamoring for a 
major revision in the substance of section 165 (a) of the present code. 


N 
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There has been no charge that the many thousands of plans covering millions 
of employees, or even a few of such plans, are discriminatory in favor of officers, 
shareholders, supervisors, or highly compensated employees. 

There has been no charge that the present law is infested with tax loopholes. 
Yet the changes proposed in the coverage requirements under employee trusts 
are, in certain instances, unduly restrictive on one hand, and in other instances 
they incorporate unanticipated generosities. 

What apparently was intended to be a simplification in form to ease the 
procedure of qualifying an employees’ trust has resulted in a material change 
in substance that appears to be without justification or need. 

3. Specific Application of Proposed Revision in Employee Coverage 

Table I below sets forth an illustrative application of the nondiscriminatory 
classification requirements under the proposed section 501 (e) (3) (A) and (B) 
as to 80 existing pension plans already qualified under section 165 (a) of the 
Internal Revenue Code of 1939. 

The application of the proposed tests against certain existing and qualified 
plans is made for illustrative purposes only with the understanding, of course, 
that the continued exempt status of such plans is not affected by the proposed 
legislation. The study of the problem retroactively in the light of existing plans 
is an important criteria in determining the potential effect of the proposed 
legislation on future plans, 


Taste I.—Application of nondiscriminatory classification requirements under 
proposed sec. 501 (e) (38) (A) and (B), for illustrative purposes only, to 80 
existing pension plans already qualified under sec, 165 of Internal Revenue 
Code of 1989 





Companie Companies 
meeting 10 Companies meeting 
Description percent meeting key percentage 
shareholder | employee re participation 
require | quirement ? require- 
ment! i ment 
| 
(1 (2 (3 1 
Number. oe 64 0 42 
Percent of total 80 0 52.5 
1 Based on requirement that not more than 30 percent of the contributions under the plan may be used 
to provide benefits for shareholders (as defined in proposed legislation 
) Based on requirement that not more than 10 percent of participants in the plan may be key employees. 
§ Based on requirement that a classification shall not be considered as discriminatory in al e if, in 
the case of an employer having not more than 20 regular employees, 50 percent or more of all of such regular 
employees are participants in the plan, and in the case of an employer having more than 20 re l , 
10 of such regular employees or 25 percent or more of all of such regular employees, whichever is greater, are 


participants in the plan. 


The 80 cases studied were taken from a group of several hundred pension 
plans administered by our firm. The study was confined primarily to plans 
for salaried employees and such cases were taken in alphabetic order. Combi- 
nation pension plans as well as plans involving the exclusion of employees 
earning under a certain rate of compensation were eliminated from the study 
in view of certain questions concerning the application of such tests to combina- 
tion plans, and certain distortions which would be produced by including plans 
with a minimum salary requirement. The plans studied, therefore, are straight- 
forward types of plans covering, in general, salaried employees who have com- 
pleted a certain number of years of service, not in excess of 5, and attained 
a minimum age of not more than age 35. 

All of such plans studied were and are qualified under section 165 (a) of the 
present code. Their basic entitlement to qualification is found in the provisions 
of section 165 (a) (5) which provides that “A classification shall not be con- 
sidered discriminatory * * * merely because it is limited to salaried or clerical 
employees.” 

The number of companies studied was restricted to 80 solely because of 
time limitations. 

Table I shows: 

(a) That none of the companies studied meet the key employee requirement. 

(b) That 80 percent of such companies meet the 10 percent shareholder 
rule. 
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(c) That 52.5 percent of such companies meet the percentage participation 
requirement. 

On the basis of the foregoing, of the 80 companies studied, only 42, or 52.5 
percent, would be able to qualify their plans if they were establishing the same 
plan under the nondiscriminatory classifications of section 501 (e) (3). 

A few further facts as to details of the study are of importance: 

(a) Of the 80 companies, 19 companies employed 20 regular employees or less. 
The plans of all such so-called smaller companies met the percentage coverage 
requirement but failed to meet the key employee rule. The qualification of such 
plans would, therefore, have been satisfactory under H. R. 8300 and all would 
have been controlled in their acceptability by the percentage coverage rule. 

(b) In the group of 19 companies, 17.2 percent of the participants were key 
employees, as opposed to the 10-percent limitation imposed under the proposed 
legislation. 

(c) In the 80 companies studied, 42.4 percent of the participants were key 
employees (as defined in the proposed legislation), as opposed to the 10-percent 
limiation under the proposed legislation. 

The basie defect in the proposed key employee rule as well as the percentage 
employee coverage rule is attributable to the fact that when the rule is applied 
to a group of employees, such as a salaried group, its acceptability depends 
upon the size, and age and service distribution of all employees including hourly 
employees, 

A plan covering salaried employees which may be initially qualified may 
subsequently become disqualified. For example, a greater number of hourly 
employees can increase the size of the group of regular employees to the point 
where the number of participating salaried employees would no longer meet 
the 25 percent requirement for continued qualification. 

The present law specifically prevents such a possibility as it does not require 
measuring the salaried group of employees against the hourly paid employees. 
However, contrary to this, the principle of comparison is an integral part of 
the proposed legislation. The inappropriateness of its use is evident from the 
foregoing study. The foregoing results do not conform to the committee’s 
statement that the coverage requirements of H. R. 8300 are more liberal than 
the requirement under the present code. 

More reasons exist today than existed in 1942 for continuing the acceptability 
of a salaried classification without relationship to any other unit. For example, 
under the Labor Management Relations Act of 1947, an employer cannot es- 
tablish a pension plan for his bargaining unit employees without negotiating 
the subject. With respect to a pension plan for salaried employees, he has 
the opportunity to act unilaterally. 


4. Further statements concerning employee coverage requirements 

(a) The proposed classifications do not make provision for the inclusion of 
the former employees of the employer or cover the practice whereby employees 
who are overage at the inception of a plan are frequently excluded. As to the 
first point, it should be recognized that there are many plans, particularly of the 
union-negotiated type, which at the inception of the plan include employees 
retired without pension during a period of 1 to 2 years prior to the effective date 
of the plan. In addition, there are many plans which, for cost reasons, do not 
fund pensions for employees who are overage at the establishment of the plan. 
Also, it is not an infrequent practice to find that employees who do not meet 
certain service requirements at the time of reaching normal retirement age 
are not entitled to receive pensions. 

(0) The provisions relating to percentage requirements for qualification would 
virtually force the issue of employee contributions. Since the voluntary entry 
or withdrawal of a participant from participation could upset the percentage 
required for continued qualification to the detriment of the employer, an employer 
would virtually be compelled to establish a noncontributory plan. A committee 
report states that greater flexibility is provided for the establishment of pension 
plans to enable employers and employees to adjust their plans to meet their 
individual needs. It is doubtful whether this form of confinement meets the 
purposes so stated. 

(c) In the event consideration is given to the retention in section 501 (e) (3) 
of the provision to the effect that a classification shall be considered discrimina- 
tory only if more than 30 percent of the contributions under the plan are used 
to provide benefits for shareholders, it is suggested that the word “contribu- 
tions” be preceded by the word “employer.” The present phraseology may be 
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construed to include employee contributions in view of section 501 (e) (1) which 
in part reads “If contributions are made to the trust by such employer, or 
employees, or both, * * *” 

(d) Section 501 (e) (3) is not clear as to how the percentage requirements for 
employee coverage would be treated where (here is a differential percentage in 
the benefit formula. For example, if a plax provides a benefit of 1 percent of 
the first $4,000 and 2 percent of the excess over $4,000, must 2 plans be qualified 
under the percentage requirements. 

(e) In a technical construction of the classification set forth under section 
501 (e) (3) (A) it appears that subsection (vii) nullifies and renders meaning- 
less subsections (i) through (vi). 

(f) Section 501 (e) (8) (B) (iii) uses the word “full” with reference to 
benefits and its meaning or application is not clear. 

5. Recommendations as to employee coverage requirements 

The recommendations below apply specifically to section 501 (e) (3) of H. R 
8300. It is recommended that consideration be given to these principles: 

(a) That the present automatic qualifying provisions under section 165 (a) 
(3) (A) should be expanded. The House Ways and Means Committee report 
stated that virtually all plans which qualify under the present law required a 
determination as to acceptability by the Commissioner of Internal Revenue and 
did not fall within the automatic qualifying provisions. This being the case, it 
would appear that the automatic coverage requirements should be made more 
effective so as to cover under such definite rules at least three-quarters of the 
plans submitted to the Internal Revenue Service. 

(bo) That for the odd but justifiable case not meeting or desiring or able to 
meet rules for automatic qualification, the employer be given the opportunity 
to obtain individual approval in a manner similar to that provided for under 
section 165 (a) (3) (B) of the present law provided that the effect of his plan 
is not to favor the enumerated shareholders or key employees. 

(c) That the present permissible classifications for hourly or salaried em- 
ployees be retained; that a plan for one acceptable class need not be governed or 
influenced by conditions existing under any other class. The ineffective nature 
of a rule which is based upon a comparison between classes of employees has 
already been demonstrated. 

(d) That the proposed key employee test be eliminated in its entirety. It is 
clear as shown in the case of the salaried employees’ plans studied and discussed 
previously that the definition must be inadequate if all of the present qualified 
plans failed to meet the test. Actually, the test favors only the larger companies. 
For example, a company with 100,000 employees could readily qualify a plan 
under which its 1,000 highest-paid employees comprise the entire class of 
participants. It should be evident that the key employee question cannot be 
properly controlled by a percentage requirement; but, it can be controlled by the 
use of proper classifications and by individual treatment of cases not meeting 
the automatic classifications. 

(e) That the proposed rule regarding discrimination where more than 30 
percent of the contributions are used to provide benefits for shareholders be 
modified. The reasons therefor are as follows: 

(i) A percentage-of-contributions test can result in the loss of exempt status 
due to factors beyond the control of the principals, such as a fluctuation in the 
number of employees covered or a change in the level of compensation of 
employees. To avoid this harsh effect, we recommend that any excess over the 
limitations set be treated on the same tax basis as a nonqualified plan. This 
treatment would be justified since the employer could have established a non- 
qualified plan for the excess under a separate instrument and a qualified plan 
to meet the shareholder rule and thus avoided being confronted with a total 
disallowance under his qualified plan. What the employer is able to do sepa- 
rately, in this instance, he should be able to accomplish on a combined basis 
without incurring penalties. 

(ii) The rule is not easily computable under all types of pension plans. For 
example, in the case of self-insured plans, where costs are usually determined 
on a group basis, the application of the rule would require special actuarial 
treatment. 

(iii) The need for the rule in its present form is questioned in view of the 
provisions of the proposed section 403 (a) (1) (B) under which the remaining 
unfunded cost with respect to any 3 individuals, if more than 50 percent of the 
total remaining unfunded cost, is required to be distributed over a period of 
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5 years for the individuals affected. This, in itself, affords a control over the 
rate of funding. 

(iv) The rule is inflexibly associated with the age of the shareholder. Younger 
shareholders automatically become entitled to larger pensions than the older 
shareholders. If the 30 percent limitation was related to aggregate pensions 
instead of to contributions, the influence of age would be removed. 

It is, therefore, recommended that the shareholder rule be modified. 

(f) While time limitations make it impossible to prepare specific language 
suggestions concerning all of the foregoing suggestions, it is recommended that 
section 501 (e) (3) be revised to allow exemption to the trust, or two or more 
trusts, or the trust or trusts and annuity plan or plans designated by the 
employer as constituting parts of a plan intended to qualify, which benefits the 
regular employees : 

(i) Who are included within a general payroll classification such as hourly, 
salaried, piece-rate, or commissioned, or any combination thereof; 
(ii) Who have been employed for a minimum period, not exceeding 5 


years; 

(iii) Who have reached a specified age, which age is not more than 
age 35; 

(iv) Who have not reached a specified age, which age is not less than age 
60; 


(v) Who are compensated at an annual rate in excess of a specified 
amount, which amount does not exceed $4,000, or the maximum annual 
amount covered under the provisions of the Social Security Act, or the Rail- 
road Retirement Act, or any similar Federal act under which the employee 
may be covered, if greater ; 

(vi) With respect to whom the employer is required to bargain pursuant to 
the provisions of the Labor Management Relations Act of 1947; 

(vii) Who qualify under any classification which is a combination of any 
of the classifications specified in clauses (i) through (vi); or 

(viii) Who qualify under any other classification set up by the employer 
with the approval of the Secretary or his delegate. 

The words “regular employees” as used in the above suggestions should be 
defined as proposed in section 501 (e) (8) (B) (iv). 

(9) In connection with the above classifications, it is recommended that limi- 
tations be imposed to prevent discrimination in favor of shareholders or highly 
compensated employees. These suggestions are as follows: 

(i) In the ease of shareholders, it is suggested that the definition of shareholder 
as proposed in section 501 (e) (3) (B) (i) be retained. In the case of a pension 
plan, allow shareholders to benefit under the plan up to the greater of— 

(A) 380 percent of the employer contributions under the plan; or 

(B) 30 percent of the expected pensions of all employees on account of 
employer contributions under the plan; 

and provide that in making such determination the first $150 monthly pension of 
each such shareholder should be excluded. This exclusion is advisable in order 
to allow a reasonable base with respect to which no discrimination would be 
attached. Also, notwithstanding the foregoing limitations, it is suggested that 
such limitations not be applied to a shareholder where his expected monthly pen- 
sion would not be in excess of 30 percent of his average monthly compensation 
averaged over a period of not less than 5 years (proportionately reduced if he 
would have less than 15 years’ service at normal retirement age under the plan). 

In the case of a profit-sharing plan analogous limitations should be provided. 

Under the proposed legislation where contributions would exceed the limita- 
tions imposed with respect to shareholders, the plan automatically becomes dis- 
qualified. It is suggested that in the event contributions or benefits, as the case 
may be, exceed the foregoing limitations, that the plan not be disqualified, but 
the excess not qualified be treated as under a nonqualified plan according to the 
proposed section 403 (a) (5). 

(ii) In considering the question of further limitations which should be imposed 
to avoid discrimination in favor of more highly compensated employees, it is 
important to recognize that the present rules governing allowable pension 
formulas—particularly where membership in the plan is limited to employees 
receiving compensation above a stated amount, such as $3,600 a year—are ex- 
ceedingly beneficial in controlling and limiting the question of discrimination in 
favor of such employees. The proposed provision under section 501 (e) (4) (A) 
can give rise to material discrimination in favor of more highly compensated em- 
ployees. It is believed that a properly constituted “integration test” comparable 
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in objective, but simpler in form to that which exists under present law, can fully 
control this question of discrimination. Time iimitations do not permit further 
consideration of this particularly important limitation. 


III. STATEMENTS REGARDING DEFINITENESS OF FORMULA IN CASE 
OF A PROFIT-SHARING PLAN 
1. Reference 

The following statements relate to that part of section 501 (e) (4) which 
states in part: 

“A trust which otherwise qualifies under this subsection shall not be denied 
exemption from tax * * * merely because (1) contributions are not made 
in accordance with a definite predetermined formula in the case of a profit- 
sharing plan * * *” 


2. Comments 

Under present practice of the Internal Revenue Service, profit-sharing plans 
are not approved unless they contain a definite formula regarding contributions. 
The Lincoln Electric and Producer Reporter cases have both held in effect that 
this form of requirement is not provided for by law. However, we would venture 
to say that at least 95 percent of the qualified profit-sharing plans in operation 
in this country currently include as an integral portion of their plan a definite 
formula for contributions. In our opinion, a requirement for a definite predeter- 
mined formula should be made a part of the law. Failure to include such a 
requirement would produce unfavorable results both from the point of view 
of the American taxpayer as well as from its effect on employees covered under 
such plans.’ The effect of the passage of the proposed legislation may be as 
follows: 

(a) It would permit the operation of one-shot plans. An employer may 
establish a plan for only 1 year which may be his best business year and make 
a contribution for only that year. 

(b) A company could establish a plan and make no contribution other than a 
token payment and be able to carry forward the limitation of 15 percent of the 
compensation of participants during all years in which he makes no contributions. 
At a time when the profits of the organizution may be exceedingly high, or 
during a high tax period, this employer could begin to take deductions for 
contributions to a profit-sharing plan at a level of 30 percent of the compensa- 
tion of covered employees. 

(c) The proposed legislation would enable employees to delete definite con- 
tribution formulas from existing plans and thereby remove the security now 
provided by such plans. As stated above, we would estimate that probably 95 
percent, at least, of all profit-sharing plans presently contain definite contribu- 
tion formulas. 

(d) In any event, it is recommended that the carry-forward features of the 
proposed section 408 (a) (3) (A) be made applicable solely to a company having 
a definite predetermined contribution formula. 


IV. STATEMENT RELATING TO DEFINITION OF COMPENSATION 


Under section 501 (e) (4) compensation which is not determined in accord- 
ance with a definite formula cannot be used in determining pension benefits 
The present section 165 (a) permits the use of total compensation in deter 
mining pension benefits. The present practice of the Pension Trust Division 
is to permit total compensation to be used where compensation in excess of the 
basic or regular rate of compensation has been paid in accordance with long- 
established practice. We believe that the proposed definition of compensation 
would unduly restrict the use of total compensation beyond that which is called 
for by present practice. There are many types of pension plans, including 
union-negotiated plans, which employ total compensation in the determination 
of benefits. We believe that the provision in the present law allowing the use 
of total compensation should be retained. 


V. STATEMENTS RELATING TO MULTICOMPANY PENSION PLANS 


The House Ways and Means Committee report states that contributions by 
an employer would be considered geared to factors pertaining exclusively to his 
own employees where such contributions are measured by units of production 
of his own employees, a percentage of his own payroll, or cents-per-hour worked 
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by his own employees, notwithstanding the fact that such contributions are 
commingled with contributions of other employers. Since the proposed law 
makes it impossible for any part of the corpus or income to be used for or 
diverted to purposes other than for the exclusive benefit of the employers’ em 
ployees or their beneficiaries, it would be advisable to specifically incorporate 
in the law the treatment afforded multicompany pensions plans, as suggested 
in the committee report. 


VI. STATEMENTS REGARDING COMPUTATION OF MAXIMUM TAX DEDUCTIBLE AMOUNT 


Section 408 (a) (1) (C) prescribes one of three limitations upon the deduction 
of contributions to pension plans, It appears that an inadvertent error may have 
occurred in the drafting of this section. The limit of tax deduction is stated 
to be an amount equal to the employer’s normal cost of the plan plus 10 percent 
of the sum of the unfunded cost and total payments in prior years in excess 
of total normal cost for all the years of the plan’s existence. Under the pro 
posed provision, it would appear that after the unfunded cost becomes zero an 
employer could continue to contribute and obtain a deduction on the basis of 
10 percent of total payments in prior years in excess of total normal cost for 
all years during the plan’s existence. Consistent with other provisions of the 
code, we believe it was intended that the employer should be allowed a deduction 
for past service costs only up to the point when his past service costs have been 
fully funded and deducted, 


VU. STATEMENTS RELATING TO EXEMPTION OF COST OF LIFE-INSURANCE PROTECTION 
PROVIDED UNDER SECTION 402 (&) (4) 


The proposed section 402 (a) (4) eliminates, in the case of newly established 
plans, the necessity of computing the cost of life-insurance protection under 
life-insurance contracts held in trust and the inclusion of such costs in the gross 
income of the individual. It appears that the language of 408 (c) applying to 
the continued exempt status of plans established prior to January 1, 1954, does 
not carry with it the exemptions allowed under section 402 (a) (4). This may 
have been intentional in view of the fact that employees under present trusts 
have been charged for the cost of such life-insurance protection and a division 
of the treatment into two parts would be cumbersome. However, the effect of 
the provision is to require that computations still be made under existing plans. 

We would recommend that under existing plans the inclusion of the cost of 
such life-insurance protection be forgiven in future years. The difficulty of 
computation and reporting in relation to the size of the item makes it of 
nuisance value only. An examination of 77 plans selected in alphabetic order 
has disclosed that the average cost of life-insurance protection which each par- 


ticipant was required to add to his gross income during 1953 amounted to only 
$34.36. 


VIIT. SUMMARY OF RECOMMENDATIONS 


The recommendatons of this memorandum may be summarized as follows: 
(a) The employee coverage requirements should be revised as follows: 
(i) Expand the present automatic qualifying provisions under section 165 
(a) (3) (A) of the present law. 

(ii) Pliminate the principle of comparison between classes of employees as 
proposed under the percentage qualification rule under section 501 (e) (3). 

(iii) In cases not meeting or desiring or able to meet rules for automatic 
qualification, grant the employer the opportunity to obtain individual approval 
as under present law. 

(iv) Bliminate the key employee test in view of its clear inadequacy. 

(v) Modify the shareholder rule so as to base the limitation on employer 
contributions and expected pensions, and exclude the first $150 monthly pen- 
sion from such determination. 


(vi) Eliminate disqualification in cases where limitations are exceeded, 


and substitute a rule whereby the excess will be treated as a nonqualified 
plan. 


(vii) Retain the theory of integration with social security so as to avoid the 
key employee problem. 

(b) Require a definite contribution formula in the case of a profit-sharing plan 
in order to avoid the potential use of such plans for tax avoidance purposes and 
the removal of the security provided under most existing profit-sharing plans. 
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(c) Revise certain definitions and correct certain inconsistencies as set forth 
in this memorandum. 

The Cuarrman. Are you representing yourself, or some organiza- 
tion ¢ 

Mr. Weiss. I am a partner in the firm of Eugene M. Klein & 
Associates. 

Senator Kerr. That doesn’t answer the chairman’s question. 

Mr. Weiss. I am representing myself, sir. 

The Cuatrman. All right. 

Mr. Weiss. It is perhaps an unfortunate consequence of the pro- 
posed revision that what was sincerely intended to constitute greater 
flexibility has imposed considerable limitations, and what was intended 
to have provided adequate safeguards may have unintentionally pro 
vided for new bases for discrimination. 

I wish to direct my remarks particularly to the proposed revisions 
in the employee coverage requirements. These are set forth in the 
proposed section 501 (e) (3) of H. R. 8300. In general, this section 
allows an employer to select any class of employees for his plan, pro- 
vided the class is not discriminatory. 

The class is automatically acceptable if it meets a stockholder and 
key employee test, or if it meets certain percentage coverage require 
ments. These terms—that is, stockholder test, key employee test and 
percentage requirements—have already been defined by a previous 
speaker, and I will not take the time of the committee to repeat that. 

In studying the application of the proposed tests for nondiserim 
inatory classifications, we examined 80 cases from a group of several 
hundred plans administered by our firm. The study was confined 
primarily to plans for salaried employees and such cases were taken 
in alphabetical order. 

In general, the plans covered salaried employees who had completed 
at least 5 years of service, and who had attained a minimum age not 
more than age 35. All of such plans studied were and remained 
qualified under section 165 (a) of the present code. Their entitle- 
ment to qualification is found in the provisions of section 165 (a) (5), 
which provide that a classification shall not be considered diserimina- 
tory merely because it is limited to salaried or clerical employees. 

The results of our study were as follows: First, none of the com- 
panies met the key employee test. 

Second, 20 percent of the companies failed to meet the test for 
shareholders. 

Third, 38 or 4714 percent of the 80 companies failed to meet the 
percentage participation requirement. 

Thus, of the 80 companies studied, only 42 or 5214 percent, would 
be able to qualify their plans if they were establishing the same plan 
under the nondiscriminatory classifications of the proposed legislation. 

That these highly restrictive limitations should now be imposed is 
seriously questioned. The Revenue Act of 1942 removed the tax 
avoidance and tax evasion questions then existing. Since that act 
was passed, there has been no clamoring for major revision of the 
substance of section 165 (a) of the present code. There has been no 
charge that the present law is infested with tax loopholes. Yet, cer- 
tain of the changes proposed in the coverage requirements under 
employee trusts would indicate that such a condition exists. 
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What apparently was intended to be a simplification in form, to 
ease the procedure of qualifying an employee trust, has resulted in a 
material change in substance that appears to be without justification 
or need. Time does not allow me to analyze the detailed recommenda- 
tions we are making. Specific recommendations are set forth in our 
memorandum. However, the recommendations may be summarized 
as follows: 

First, expand the present automatic qualifying provisions under 
section 165 (a) (3) (A) of the present law. The House Ways and 
Means Committee report states that practically all plans today require 
special approval under the present law. That is what they are trying 
to avoid now. Automatic coverage requirements should apply to at 
least three-quarters of the plans submitted to the Internal Revenue 
Service. I would venture to say that more than three-quarters of 
today’s plans qualify on the basis of a classification not narrower than 
one which covers employees who are between the ages of 35 and 60, 
who have completed at least 5 years of service, who are either salaried 
or hourly rate employees, and who earn over $3,600. 

The proposed law would not appreve this type of classification in 
most instances on account of the interrelating percentage requirements. 
Our memorandum covers specific recommendations regarding auto- 
matic qualifying provisions. 

My second point: Eliminate the principles of comparison between 
classes of employees, as proposed under the percentage qualification 
rule. The basic defect in this rule is attributable to the fact that when 
the rule is applied to a group of employees, such as salaried employees, 
its acceptability depends upon the size, the age, and service distribu- 
tion of all employees in the employer’s organization. 

A plan covering salaried employees, which may be initially quali- 
fied, may subsequently be disqualified merely by a shift in percentages 
over which the employer has absolutely no control. 

My third point: For the odd but justifiable case which does not meet 
the rule for automatic qualification, grant the employer the oppor- 
tunity to obtain individual approval on the same basis as he has that 
right to date. 

Fourth: Eliminate the key-employee test, in view of its clear in- 
adequacy. Not one of the companies in our study could meet this test. 
The test favors only the larger companies, 

Fifth: Modify the shareholder rule. Allow shareholders to benefit 
up to, say, 30 percent of the employer contributions or 30 percent of 
the expected pensions of all employees on account of employer con- 
tributions, if greater, but modify the rule in the case of profit-sharing 
plans; and for each shareholder exclude the first $150 monthly pension, 
in the case of a pension plan, and exclude the first $1,000 allocation 
in the case of a profit-sharing plan. 

This exclusion should be made in order to allow a reasonable base 
with respect to which no claim of discrimination could be attached. 

In addition to these limitations regarding stockholders, it is sug- 
gested that a stockholder, as defined in the proposed legislation, be 
permitted to have a monthly pension which would not be in excess of 
30 percent of his average monthly compensation, averaged over a 
period of not less than 5 years, if he would not. meet the other restric- 
tions, In other words, a reasonable minimum base for a pension. 
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My sixth point : Eliminate disqualification in cases where limitations 
are exceeded, and substitute a rule whereby the excess will be treated 
as a nonqualified plan. Under the proposed legislation, where con- 
tributions to the plan would exceed the limitations imposed with re- 
spect to shareholders, the plan automatically becomes disqualified. 

It is suggested that in the event contributions, or benefits, as the 
case may be, exceed the stipulated limitations, that the plan not be 
disqualified but the excess not qualified be treated as a nonqualified 
plan, according to the proposed section 403 (a) (5). 

My seventh “point : Retain the theory of integration with social 
security. This retention would avoid the key employee problem. 

Eighth : In the case of a profit-sharing plan, we would recommend 
that a definite contribution formula be required, in order to avoid the 
potential use of such plans for tax avoidance purposes, and also, to 
avoid the removal of the security provided under most existing profit- 
sharing plans. 

We heartily make these recommendations for your consideration. 
If wecan be of any service to your committee, ple: ise call upon us. 

The Cnarrman. Thank you very much. 

Mr. Weiss. Thank you for the time granted. 

The Cuamman. Mr. Kay. Sit down, Mr. Kay, and be comfortable 
and identify yourself for the reporter. 


STATEMENT OF LEON KAY, DETROIT, MICH. 


Mr. Kay. My name is Leon Kormisaruk—Kay, for short, from De- 
troit, Mich. 

The Cuarrman. Are you representing yourself or any organization ¢ 

Mr. Kay. I represent myself, sir. 

I want to express my appreciation for the privilege extended to me 
in appearing before this committee, and I want to discuss the subject 
matter of treatment of bad debts. I stated I speak for myself and 
some of my friends who have 

Senator Kerr. What is your business? 

Mr. Kay. I am engaged in the oil-refining industry, and became in- 
terested in another industr y, which I and my friends have organized. 
And because of the need of additional capital, we in the last 5 or 6 
years have kept on advancing considerable sums for the purpose of 
developing it. 

Unfortunately, business did not succeed, and we are on the verge of 
folding up. The loans that we have advanced this new enterprise 
are of a considerable sum. The way I understand it, under section 
23 (k), Internal Revenue considers such loans as nonbusiness bad 
debts, and considers it on the par with securities and bonds or any 
registered indebtedness, and considers it as a capital loss. 

As it happens, we are not engaged in any speculative enterprise, 
so consequently we cannot look for any relief whatsoever in the field 
of capital gains, because we are primarily interested in the industry. 

We would therefore like to suggest to this committee for considera- 
tion the proposition that when the loans are advanced to a corporation 
for the purpose of establishing it or developing it, and if such loans 
become, in due time, worthless, that they may be considered as a busi- 
ness bad debt, so that some relief can be provided for the parties who 
have loaned the moneys to the corporations. Especially, in view of 
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the present taxation, it is almost catastrophic for an individual or a 
group of individuals who have advanced sums in terms of loans for 
such new enterprises, and if they do not get any relief it may present 
a situation where the suffering would be of such an extent that it 
actually may ruin them. 

The Caairman. Don’t the individuals get any relief at all now? 

Mr. Kay. Under the present conditions, the only relief they can 
look for, as I understand it, is from capital gains. 

Senator Kerr. That is, if they loan $10,000, and they lose it, what 
they actually save is $2,500, and when they might be in the 75 
percent bracket, in which event, under your recommendation, they 
would save $7,500. 

Mr. Kay. That is true. But the main difficulty consists of the fact 
that, for instance, a group like mine is not engaged in any speculative 
enterprises, where we can expect even a relief in the sense of the 25 
percent, because in order to get the 25 percent relief you would have 
to obtain some form of capital g gain. 

Senator Kerr. You would have to have had capital gain income, 
against which you could charge off this so-designated capital gain 
loss. 

Mr. Kay. That is right. But as long as one is not engaged in 
speculative enterprises, and does not seem to have any possibility 
whatsoever of recapturing such a loss, even to the extent of the 25 
percent recapture, the situation is that he is losing 100 percent of the 
loans that he has advanced to the corporation. 

Senator Kerr. And he gets no offset in tax benefit. 

Mr. Kay. And gets no relief whatsoever. 

In view of those considerations, though it is a subject matter in 
which I and my friends are personally vitally interested, I want to 
assure you that IT would have not dared to appear before this com- 
mittee if I would not have felt that the case, as such, is perfectly 
justified for your proper and due consideration on a general level, 
to provide relief for that classification of our society who were un- 
fortunate in making such advances. 

The CHarrman. We are glad to have your testimony. The fact 
that you have a personal interest doesn’t disqualify you from testify- 
ing. It may give you some added knowledge. 

Mr. Kay. I want to make this point clear, that had I felt that it 
was merely a question of an individual case, and based upon some 
concept of injustice, I would have not dared to appear. But T feel 
that there is a considerable group of people who have had the same 
experience, and unless some form of relief is provided, I am afraid 
vou will find that the flow of private capital in the smaller industries, 
where certain portions would have to be advanced in the form of 
loans, would be curtailed to a degree that the economy of the whole 
country would feel it in one form or another. 

I earnestly submit those experiences for your consideration, and 
urge upon the committee to provide some form of relief whereby we 
do not suffer too much because of such experiences. 

The Cratrman. Thank you very much. 

Mr. Kay. Thank you 


(The following letter was subsequently received for the record :) 
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KEYSTONE OTL REFINING Co., 
Detroit, Mich., April 16, 1954. 
Senator MILLIKIN, 
Chairman, Senate Finance Committee. 

Dear SENATOR: I am suggesting that loans advanced by individuals to corpo- 
rations and subsequently such corporations are in no position to repay such 
loans, that such loans be considered by the Internal Revenue Department as 
business bad debts, deductible by the lender from his income tax, and not be 
considered as a nonbusiness bad debt which can be deducted from capital gain 
only, as it is being considered by the Internal Revenue under section 28 (k). 
This suggestion is made on the premise that: 

1. The money loaned is capital saved after income tax has been paid. 

2. If profits would have been made by those individuals who are stock- 
holders and/or directors of the corporation, they would have had to pay income 
tax on such profits. 

3. Those, like I and my associates, who are not engaged in any speculative 
enterprises and are primarily interested in industrial development, cannot look 
for relief from capital gains. 

4. Having no opportunity whatsoever of obtaining relief from capital gain, 
and having no opportunity to obtain relief from income tax, the loss of capital 
loaned, which was obtained by saving after income tax was paid upon such 
saved capital, may prove to be ruinous to the lender. 

5. Present treatment of such losses will hamper flow of capital into new 
industry. 

I hope the above proposals will meet with your favorable consideration. 

Very truly yours, 
LEON KoMISARUK (Kay) 


The CHarrman. I think we have now gone through the list of those 
who were supposed to have testified today. Are there any additions 
to that? 

We will recess until 10 o’clock tomorrow morning. 

(By direction of the Chairman, the following is made a part of the 
record 4 


Aprit 18, 1954. 


Re H. R. 8300, Internal Revenue Code of 1954, sections 7602, 7604 
Hon. Eveene D. MILLIKEN, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D. C. 

Dear Strs: Your attention is directed to the substantial change in a citizens 
rights made by sections 7602 and 7604 of the proposed Internal Revenue Code 
of 1:4. 

Under the prior acts, a subpena issued by the Commissioner was not self 
enforcing but required a petition to the United States district judge wherein its 
validity and propriety could be tested before the Commission of a contempt. 

Under the proposed act the failure to obey the subpena is a punishable con 
tempt. The citizen must run the risk of its invalidity or impropriety. 

Before the recent reorganization of the Internal Revenue Service, I became 
aware of numerous misuses of the then self-enforcing collector’s subpena; an 
instrument created for the collection of assessed taxes being used to aid pur- 
ported audit of the taxpayer’s returns. (Internal Revenue Code, section 3615.) 

The protection of citizens’ rights under our form of government would seem 
to require something like the previous procedure under section 3614 of the In- 
ternal Revenue Code of 1939 and not the self-enforcing subpena proposed by 
section 7602 of the proposed act. 

Very truly yours, 
KALMAN A. GOLDRING. 
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SoutH BEnNp, INp., April 14, 1954. 
Mrs. ELIZABETH SPRINGER, 
Clerk, Senate Finance Committee, 
Senate Office Building, 
Washington, D. C. 

Dear MapaAM: With reference to the provisions of H. R. 8300 pertaining to 
estates and trusts there is a situation here in Indiana which it is considered 
desirable to bring to the attention of the Senate Finance Committee. It is hoped 
this letter can explain the situation to the committee; otherwise we await your 
instruction. 

The situation is this. 

For the record, Albert J. Stahl, of LaPorte, Ind., died testate. The provisions 
of his will contemplated that the estate should be carried on after his death 
as he had done prior thereto. The will specified that the estate should be incor 
porated under Indiana nonprofit corporation law in order to relieve the adminis- 
trators of the personal liabilities urder which executors and administrators 
usually have to labor. The will provided that the estate should be held in trust 
for the purposes and disposition as specified therein as to both income and 
principal. 

Specific bequests of small monthly amounts extending into 1962 to named indi 
viduals are set out in the will but other than these specific items, all income and 
principal shall be devoted to the establishment of a home for the aged, or some 
alternative provisions concerning two old people’s homes already in existence 
or a church. When these provisions have been complied with and the purposes 
accomplished, the will directs that the corporate cloak be dissolved and the 
individuals comprising the board be discharged. 

The situation is now before the Bureau of Internal Revenue for discussion. 

Application of present and past legislation is not clear. The estate, in our 
opinion, is completely (and competently) governed by sections 162 (b) and 162 
(a) of the present code and which, we understand, are continued in the proposed 
revision. But because of the corporate shell or cloak the BIR is leaning toward 
treating the estate under the corporation sections of the code. There appears 
to be no precedents or similar instances wherein previous consideration has been 
had; so, despite testimony and the provisions of the will itself that the affairs of 
the decedent is an estate, that the maangement and control flows from and is 
governed by the will of the decedent, and that the complete substance of the 
situation is that of an estate, the Bureau of Internal Revenue (understandably, 
perhaps) seems to think that it cannot completely ignore the corporate cloak 
which the decedent stipulated his executors should use. 

The matter has been under study for over 2 years now and still is continuing 
but it oecurs to us that it should be laid before the Senate Finance Committee 
for consideration in connection with the proposed Internal Revenue Code of 1954. 
It would, of course, be very helpful if the present discussions can be resolved 
in the ligh' of suggestions that might be provided by the committee. 

Yours. respectfully, 
Watson M. Koontz, 
Certified Public Accountant, 
Attorney in fact for the Albert J. Stahl Estate Inc. 


Re Section 4381, H. R. 8300 BALTIMORE, Mp., April 14, 1954. 


Mrs. EvizanetH B. SPRINGER, 
Chief Clerk, Finance Committee, 
United States Senate, Washington, D. C. 

Drar Mrs. Sprincer: Enclosed herewith please find 35 copies of statement re 
section 4881, H. R. 8300, which we have prepared. 

Will you kindly bring this statement to the attention of the members of the 
Senate Finance Committee. 

Very truly yours, 


MUEcKE, MuLes & IRETON, 
By RERTHOLD MUECKE, Jr. 
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STATEMENT Re SecTion 4381, H. R. 8800 
1. INTRODUCTION 


1.1. Prior to the decision in the case of G. M. A. C. v. Higgins (161 Fed. 2d 
593), which was rendered in 1947, the Treasury Department had ruled con- 
sistently that instruments evidencing corporate obligations, which did not bear 
coupons or were not in registered form, were not subject to the stamp tax 
imposed by I. R. C. 1801 (26 U. S. C. A. 1801). 

1.2. Since 1947 the Treasury Department has sought to impose that tax on 
practically ail corporate obligations, on the theory that they were “debentures,” 
except, peculiarly enough, those secured by mortgage or trust deed. Prior to 
September 28, 1953 (Internal Revenue Bulletin 20, Revenue Ruling 208) it even 
attempted to exact the tax in respect to ordinary commercial paper. 

1.3. A mass of litigation has resulted from this effort to tax what, until 1947, 
had never been deemed to be subject to the tax. Unfortunately, the courts have 
been and continue to be at variance in the interpretation of I. R. C. 1801 and 
the term “debenture,” as used therein. In consequence, corporate executives 
and their counsel cannot know in advance whether certain corporate obligations 
are or are not subject to the tax. The proposed revision, section 4381, H. R. 
8300, which is supposed to clarify the situation, fails utterly to do so, and, if 
enacted, will but compound and perpetuate the confusion. 


2. STATUTES AS NOW IN FORCE 


2.1. I. R. C. 1800 and 1801 (26 U. S. C. A. 1800, 1801) provide as follows: 


“Sec, 1800. IMPOSITION OF TAX. 

“There shall be levied, collected, and paid, for and in respect of the several 
bonds, debentures, or certificates of stock and of indebtedness, and other docu- 
ments, instruments, matters, and things mentioned in and described in sections 
1801 to 1807, inclusive, * * * the several taxes specified in such sections. 


“Seo. 1801. CORPORATE SECURITIES. 

“On all bonds, debentures, or certificates of indebtedness issued by any cor- 
poration, and all instruments, however termed, issued by any corporation with 
interest coupons or in registered form, known generally as corporate securities, 
on each $100 of face value or fraction thereof, 11 cents: * * *.” 


8. PROPOSED REVISION 


3.1. Sections 4311 and 4881 (a) of H. R. 8300 propose to revise the foregoing 
sections to read as follows: 


c. 4311. IMPOSITION OF TAX, 


“There shall be imposed a tax on all certificates of indebtedness issued by a 
corporation at the rate of 11 cents on each $100 of face value or fraction 
thereof.” 

“See. 4881. DEFINITIONS. 

“(a) CERTIFICATES OF INDEBTEDNESS. For purposes of the taxes imposed by 
sections 4311 and 4331, the term ‘certificates of indebtedness’ means bonds and 
debentures; aud also includes all instruments, however termed, issued by a 
corporation with interest coupons or in registered form, known generally as 
corporate securities.” 


4. LEGISLATIVE HISTORY 


4.1. In 1898 Congress enacted a 5-cent-per-$100 stamp tax on bonds, debentures, 
or certificates of indebtedness and a separate 2-cent-per-$100 stamp tax on “any 
promissory notes except bank notes issued for circulation” (30 Stat. 451, 458, 
459). In 1902 the tax on both promissory notes and bonds, debentures, and 
certificates of indebtedness was repealed (32 Stat. 97). In 1914 the stamp tax 
on promissory notes was reenacted, along with that on “bonds, debentures, or 
certificates of indebtedness” (38 Stat. 753, 759, 760). 

4.2. From the time this tax was first imposed in 1898, and until 1917, it 
applied to “Bonds, debentures, or certificates of indebtedness issued after the 
first day of July by any association, company, or corporation * * *,” [Italics 
ours. ] 
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4.3. In 1917 the statute was expanded (40 Stat. 319, 321, 328) to include 
bonds issued by individuals as well as those issued by business concerns, and, 
as a consequence, the description in the schedule was changed to “Bonds, deben- 
tures, or certificates of indebtedness issued after the first day of December 1917 
by any person, corporation, partnership, or association * * *.” [Italics ours.] 

4.4. In the Revenue Act of 1918, Congress added the phrase: “* * * issued by 
any corporation with interest coupons or in registered form, known generally 
as corporate securities.” 

However, since the instruments covered by the first phrase “bonds, deben- 
tures, or certificate of indebtedness” were taxable whether issued by individuals, 
partnerships, or corporations, Congress could not, as it did in every other 
instance, have the phrase “* * * issued by any corporation with interest coupons 
or in registered form, known generally as corporate securities” refer back to 
or modify “bonds, debentures, or certificates of indebtedness,” because the second 
phrase applied only to corporations, whereas the first phrase referred not only 
to the bonds of corporations, but also those of individuals and partnerships. 
Accordingly. the description in the schedule was changed to read: 

“* * * all bonds, debentures, or certificates of indebtedness issued by any 
person, and all instruments, however termed, issued by any corporation with 
interest coupons or in registered form, known generally as corporate securi- 
ties:.41:* .%,” 

1.5. In 1926 Congress decided to eliminate the tax on bonds issued by individ- 
uals, and did so in the simplest way possible by merely deleting the word “person” 
and inserting in lieu thereof the word “corporation” (Revenue Act of 1926, 44 
Stat. 99), so that the present statute reads: 

“* * * all bonds, debentures, or certificates of indebtedness issued by any 
corporation, and all instruments, however termed, issued by any corporation 
with interest coupons or in registered form, known generally as corporate 
securities * * *.” 

4.6. The language last quoted has remained unchanged to the present day, 
and, until G. M. A. C. v. Higgins, supra, the Treasury Department, the courts, 
and the taxpayers interpreted it as imposing the tax only on bonds, debentures, 
certificates of indebtedness, and other instruments, however termed, which 
are issued by a corporation with interest coupons or in registered form, known 
generally as corporate securities. 





5. LITIGATION 


5.1. GM. A. C. v. Higgins, supra, held that 84 instruments of a series, in large 
denominations, in the form, size, and appearance of corporate securities, sold 
to eight different parties at negotiated prices, were “debentures” and not “notes,” 
and that, therefore, they were subject to the stamp tax imposed by I. R. C. 
1801. 

5.2. In Commercial Credit Company v. Hofferbert (1950, 188 Fed. 2d 574), the 
Court went a step further, and held that a simple form of note, in large denomi- 
nation and of 15-year maturity, issued pursuant to a loan agreement which con- 
tained covenants against liens on assets, ete., Was a “debenture” and not a 
“note,” and that, therefore, it was subject to the tax. 

5.3. In Belden Mfg. Co. v. Jarecki (1951, 192 Fed. 2d 211), on facts closely 
resembling those in the Commercial Credit Company case, the Court arrived at 
the opposite conclusion and ruled that a $1 million, 5-year note was a “note” 
and not a “debenture,” and, therefore, not subject to said stamp tax. 

5.4. In Shamrock Oil & Gas Co. vy. Campbell (1952, 107 F. Supp. 764),, a $4 
million note executed pursuant to an agreement containing various prohibitive 
covenants was held to be a note, and not subject to the tax. 

5.5. In Allen vy. Atlanta Metallic Casket Company (1952, 197 Fed. 2d 460), a 
$600,000 note executed by a manufacturer in favor of a life-insurance company, 
and secured by a mortgage containing various prohibitive covenants, was held 
to be a note and not subject to the tax. 

5.6. In Ely & Walker Dry Goods Co. v. U. 8. (1953, 201 Fed. 2d 584), corpo- 
rate notes in the amounts of $1 million and $6,500,000 were held to be “notes” 
and not “honds,” “debentures,” or “corporate securities” as defined in section 
1801, and, accordingly, were held not subject to the tax. 

5.7. In Leslie Salt Co. v. U. S. (1953, 110 F. Supp. 680), long-term promissory 
notes in the amounts of $1 million and $3 million, respectively, executed by a 
manufacturer in favor of an insurance company lender, pursuant to loan agree- 
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ments containing various prohibitive clauses, were held to be notes, and not 
“ponds” or “debentures,” and, therefore, not taxable. 

5.8. In Niles-Bement-Pond Co. vy. Fitzpatrick (1953, 112 Fed. Supp. 132), 29 
serial promissory notes aggregating $3,125,000, with maturities spread over 
7 years, were held to be debentures, and so subject to the tax. 

"5.9. In Gamble-Skogmo, Inc., v. Kelm (1953, 112 Fed. Supp. 872), a $13 million 
note executed by a manufacturer in favor of a life-insurance company pursuant 
to a loan agreement was held to be a “debenture,” and, therefore, subject to 
the tax. 


6. TREASURY DEPARTMENT RULINGS 


6.1. The Treasury Department has consistently taken the position that a 
promissory note secured by a mortgage is a note and not subject to the tax, 
despite the fact that the mortgages contain various prohibitive covenants, most 
of which are of the same type as are mentioned in some of the cases cited above 
which were decided adversely to the taxpayer. Some of these special rulings 
are those dated July 14, 1948, August 18, 1948, and June 23, 1949. There is, of 
course, no ground for such an artificial distinction. 

6.2. In the special ruling dated July 14, 1948, the Treasury Department an- 
nounced, in the following language, certain arbitrary criteria which might lead 
it to the conclusion that a note is not a note but a debenture, and so subject to 
the tax: 

“In determining whether particular notes should be classified as debentures, 
the Bureau will take into consideration, inter alia, not only the circumstances 
under which the notes were issued but also the conditions to which they are 
subject. Included in the conditions, some or all of which if present, directly or 
indirectly, will cause the notes to be regarded as prima facie coming within the 
classification of debentures, are: (1) provision for amortization, (2) require- 
ment of maintenance of a specified minimum capital on the part of the issuer, 
(3) impost upon the issuer of a limitation upon the creation or assumption of 
other indebtedness, (4) impost upon the issuer of a prohibition against convey- 
ance of assets, (5) provision for an acceleration of the maturity or prepayment 
prior to maturity, and (6) requirement that issuer furnish the note holder with 
copies of annual balance sheets or other information of similar character.” 

Internal Revenue Code 1801 affords no basis for choosing one set of determin- 
ing factors as against another. This ruling alone demonstrates the need for 
clarification, and section 4881, H. R. 8300, in no way satisfies that need. 


7. INCONSISTENCY WITH OTHER PROVISIONS 


7.1. H. R. 8800 not only will fail completely to bring order out of chaos, but 
will perpetuate ambiguity and compound the confusion by including dissimilar 
definitions of like terms in such sections as 4381, 165 (g) (2), 1232, 582 (c) and 
171 (d). 


8S. CONCLUSION 


8.1. In order to carry out the congressional intent as clearly disclosed by its 
legislative history, and in order to lay at rest, once and for all, the confusion 
which has resulted from conflicting court opinions and special rulings of the 
Treasury Department, it is submitted that proposed section 4381 (a) should be 
changed to read as follows: 

“(a) CERTIFICATES OF INDEBTEDNESS. For purposes of the taxes imposed by 
sections 4311 and 4851, the term ‘certificates of indebtedness’ means bonds, deben 
tures and all other instruments which are issued by a corporation and which have 
interest coupons attached or are in registered form.” 

Respectfully submitted the 14th day of April 1954. 

MUECKE, MULES & IRETON, 
By 3ERTHOLD MUECKE, Jr 


(The writer is a member of the bars of Maryland and New York, a member of 
the law firm of Muecke, Mules & Ireton, 14 Light Street, Baltimore, Md., and 
has lad extensive experience in connection with the subject of the foregoing 


statement.) 
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New York, N. Y., April 14, 1954. 
Hon. EvGene D. MILLIKIN, 
Chairman, Committee on Finance, 


Senate Office Building, Washington, D. C. 


Deak Str: In connection with the hearings being conducted by your committee 
on H. R. 83800, I desire to call your attention to the provisions of subsection (c) 
of section 1304, inserted, as the House report states, to overrule the decision of 
the fourth circuit in Hofferbert v. Marshall (200 Fed. (2) 648). It is respect- 
fully submitted that the insertion of this provision is violative of the spirit and 
purpose of sections 51 (b) and 12 (d) enacted in 1948, when H. R. 4790 was 
passed. 

The last-named sections were enacted, as set forth in the report submitted by 
your honorable self as chairman of the Committee on Finance, No. 1013, 80th 
Congress to equalize the tax burdens between residents of community-property 
States and those of common-law States. As the report sets forth, numerous 
common law States (of which New York was one), were proposing the adoption 
of community property status in order to eliminate the existing tax discrimina- 
tions, but in reliance on relief to be granted by the Congress, deferred taking 
action along that line. The passage of H. R. 4790 granted such relief by putting 
residents of common-law States on a par, taxwise, with residents of community- 
property States, whereupon all agitations and proposals for conversion to com- 
munity-property status were abandoned by the common-law States. 

The enactment of subsection (c) of section 1304, would, as hereinbefore set 
forth violate the spirit and purpose of this remedial legislation, by reinstating, 
to a large extent, the discrimination between the two types of States that had 
existed prior to the passage of H. R. 4790, as I read he language of that section. 

Subsection (c) provides that income from services rendered over a period of 
36 months or more, hereinafter termed “long-term compensation,” “shall be 
considered income only of the persons who would be required to include the item 
of gross income in a separate return filed for the taxable year in which such item 
was received or accrued.” In community-property States, one-half of the earned 
income of a husband belongs to the wife. Accordingly, half of the long-term 
compensation would represent an item of income which the wife would be re- 
quired to include in a separate return that might be filed by her. She would 
therefore be entitled to the benefit of proration which a wife in a common-law 
State would, because of such subsection (c) be barred from getting. 

I respectfully submit that a spirit of fairness should bar the revocation of the 
full equalization anticipated from, and granted by, H. R. 4790. Subsection (ce) 
should be eliminated. 

Respectfully, 
BENJAMIN MAHLER, 
Counselor at Law. 


WISCONSIN BAR ASSOCIATION, 
SECTION ON TAXATION, 
Milwaukee, Wis., April 14, 1954. 

Re H. R. 8300 

Hon. EvGEeneE D. MILLIKIN, 

Chairman, Committee on Finance, 
United States Senate, 
Senate Office Building, Washington 25, D.C. 


Dear Str: The taxation section of the Wisconsin Bar Association has reviewed 
a number of provisions now contained in the proposed Revenue Code of 1954. 
In connection with the public hearings which your committee is now undertaking, 
we respectfully call your attention to the following subjects which relate to 
matters of substance contained in the proposed code. 


(1) SECTION 302 ENGENDERS CONFUSION AND INEQUITIES 


After a careful study of this section, we are convinced that if enacted, it will 
generate great confusion in the minds of taxpayers, their representatives, In- 
ternal Revenue administrators, and the courts, and will result in much un- 
necessary litigation in future years inevitably required to resolve the strange 
and unanticipated problems of construction. Moreover, the overall effect, we 
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believe, will be to make it much more uncertain and difficult for the stockholders 
of small closely held companies to dispose of their stock in spite of the most 
compelling reasons. So also, because of the narrow and very limited application 
of the exceptions contained in section 302 (a) (1) to (6), it is clear that the 
application of the dividend treatment rule of the present section 115 (z) (1) 
will be greatly extended under section 302 (b) of H. R. 8800 in the case of small 
companies whose stock is not widely held. 

Although subsection 302 (a) (3) allows capital gain treatment on a stock 
redemption which is “in complete redemption of all of the participating and 
nonparticipating stock held by a shareholder,” subsection 302 (ec) requires the 
“attribution of ownership” test to be applied thereto unless the provisions of 
subsection 302 (c) (2) are applicable. Under subsection 302 (¢) (2), the 
attribution of ownership test (of see. 311 (a) only) is not applicable if im- 
mediately after the redemption, the distributee has no interest in the corporation 
other than that of a creditor and does not acquire any such interest within 10 
years of the date of distribution. However, subsection 302 (c) (3) eontains an 
“exception to the exception” set forth in section 302 (c) (2), and provides that 
the attribution of ownership test of section 311 (a) shall apply notwithstanding 
subsection 302 (c) (2); (i) to such portion of the redeemed stock as was re- 
ceived as a gift by the distributee within 10 years prior to the date of redemption, 
or (ii) if the distributee had made a gift of stock within 10 years before the 
date of redemption “unless the transaction did not have as one of its principal 
purposes the avoidance of income tax.” Our objections to these various sub- 
sections will be discussed in order. 

(a) Section 302 (c) (2) leads to unconscionable results 

The following example illustrates the unconscionable results which are pos- 
sible under this subsection : 

X owns 15 percent of the common and preferred stock of Y corporation, and 
the other 85 percent is owned by his two sons, who had purchased it from him 
at fair market values 10 years previously. X wishes to retire and to completely 
sever his relationship with Y corporation, and since there is no market for his 
stock, the corporation redeems all of his stock in 1954. He immediately resigns 
as an officer and director of the corporation and completely severs all other 
business relations with it. At this point, the redemption qualifies for capital 
gain treatment under subsection 302 (a) (3), and X files his return and pays 
capital gain tax on his gain. In 1963, the sons, who then own 100 percent of 
Y corporation, die in an accident (or are forced to retire due to ill health or 
some other compelling reason). Because X is the only person familiar with 
the technical operation of Y corporation and capable of its management, it 
becomes imperative that he reenter the employment of the company to keep it 
in operation. At this point, the “attribution of ownership” test of section 
302 (c) would then be retroactively applicable to the 1954 redemption and 
automatically, the distributions which X received in 1954 would be treated as 
dividends to the extent that Y corporation had earnings and profits. Thus, 
not only would X be faced with a substantial tax deficiency, but also, interest 
has accrued thereon for a 9-year period, totaling 54 percent. At this point, it 
becomes financially impossible for X to resume the management of Y corporation 
because of the huge deficiencies and accrued interest which he would be forced 
to pay. Because of this fact, the operation of business is impossible and must 
be disposed of in a forced sale. 

To further illustrate the harsh and incongruous results of this section, assume 
that at the time of redemption in 1954, X retained debenture bonds in Y corpora- 
tion. Because of a business failure in 1963, a bankruptcy reorganization occurs, 
and in the reorganization, under court order (and perhaps against X’s wishes) 
bonds must be exchanged for stock in Y corporation. In this case, X does not 
again become an officer, director, or employee, but only a stockholder pursuant 
to court order. Here again, the same results as set forth in the foregoing 
example apply, and X, the involuntary stockholder, is subjected to substantial 
deficiencies and interest which have retroactively accrued on the 1954 redemption. 
(b) Subsection 302 (c) (83) introduces inflerible tests and leads to unanticipated 

resulta 

This subsection places an exception upon the exception contained in section 
802 (c) (2) to the general rule of constructive ownership set forth in section 
302 (c) (1), and thereupon is subjected in the last clause to a further exception 
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to the exception. Not only is this drafting process of pyramiding exceptions 
upon exceptions conducive to complete confusion even to the trained tax experts, 
but moreover, these multiple exceptions lead to strange, harsh, and unanticipated 
results, as illustrated by the following examples : 

Example 1.—In 1946, X, in order to stimulate the interest of his two sons in 
the business and to reduce his own income taxes, gives 85 percent of the common 
and preferred stock of Y corporation to his two sons. In 1954, X completely severs 
his connection with the business and the company redeems his remaining 15 
percent common stock interest and his remaining 15 percent preferred interest. 
The entire proceeds of the common and preferred redemption would be taxed 
as a dividend. (The common redemption is not within section 302 (a) (4), 
and therefore, both redemptions stand or fall under section 302 (a) (3), as 
limited by section 302 (c) (3).) 

Heample 2.—In 1947, A’s father, who owned 10 percent of the common stock 
of B corporation, gave one-fifth of his stock, or 2 percent of the total outstanding 
common stock, to A in order to stimulate A’s interest in the business, and also to 
minimize his own income taxes. The gift was bona fide and recognized as 
such by internal revenue in the audits of the 1946 gift tax return and subse- 
quent income tax returns. In 1954, A decided he wished to study medicine and 
not go into the business of B corporation, in which he had never been employed 
or had any connection except as a minor stockholder. To finance his profes- 
sional education, he sold his 2 percent common stock interest to the corporation. 
Because of the provisions of section 302 (c) (1) and (3), retroactively applied 
to a perfectly proper gift made 9 years before the enactment of this section, 
the transaction would be treated as an ordinary dividend. 

Under the present statutory provisions of section 115 (g) as construed 
by the courts, the examples referred to would not require treatment as dividends, 
and we cannot believe that either the House or the Senate committees intend 
such an incongruous and illogical result. 

We should like to point out that the apparently innocuous requirement that 
a gift have a “business purpose” as is required by section 302 (c) (8) is com- 
pletely new and startling in our tax laws and retroactively imposes a severe 
penalty on prior gifts which was certainly not contemplated by either Congress 
or taxpayers during the past 10-year period. 

It seems apparent that the results set forth in the above examples could not 
have been completely appreciated by the House of Representatives when it 
passed this section of the 1954 Revenue Code. Not only are these results much 
more harsh than those which have been previously evolved by the courts, but 
the rules set forth in section 302 allow no flexibility. We cannot believe that 
the quest for certainty should be deemed of such iniportance as to give rise 
to many instances of extreme hardship and obvious arbitrary treatment. 


(2) SECTION 809 RETROACTIVELY IMPOSES SEVERE AND UNWARRANTED PENALTIES 


This section is also an attempt to impose, retroactively, rules which go far 
beyond the present statutory and judicial principles regarding redemptions of 
preferred stock. Objections to specific subsections are separately discussed. 


(a) Subsection 399 (a) (8) is deficient in draftsmanship and is commercially 
unrealistic 

This section imposes the 85 percent penalty tax upon redemptions of preferred 
which were originally issued for money or money’s worth to the extent that the 
redemption price exceeds 105 percent of the fair market value of the property 
for which the stock was originally issued. Here again, it appears clear that 
in the quest for certainty the bill has imposed a commercially unrealistic and 
unworkable standard. We respectfully invite your attention to the fact that 
many commercially negotiated preferred stocks must provide for a redemption 
or “call” price in excess of 105 percent of issue price in order to make the issue 
attractive to investors. This subsection retroactively imposes a severe penalty 
on the redemption of this stock to the extent that the redemption price exceeds 
105 percent of issue price. Thus, a preferred stock issue sold to the public in 
1935 at $100 per share, under the inducement of a redemption in 20 years 
at $110 per share, would subject the corporation to this grave penalty when 
it redeems the stock in 1955. 

Another commercial problem left unanswered by section 309 (a) (3) is the 
treatment to be accorded underwriters’ commissions paid by the issuer in con- 
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nection with a public offering. In the normal underwriting agreement, an 
underwriter’s commission of 5 percent to 10 percent of issue price is exacted on 
a public offering of preferred stock. In many instances the corporation receives 
from the underwriter a price determined by subtracting from issue price the 
underwriters’ commission and the original certificate or certificates are then 
issued directly to the underwriter. The underwriter then sells shares as a 
public offering at an established issue price. Subsection 309 (a) (3), as written, 
could be construed to require the base (upon which the 105 percent is computed) 
to be issue price less commission. If this construction is placed upon this 
subsection by the Treasury or by the courts, the effect thereof would be to 
practically eliminate the possibility of issuing preferred stock through an under- 
writer. Although we feel that such a construction would be unwarranted, there 
is some precedent therefor furnished by Cleveland Graphite Bronze Co, ( (1948) 
10 TC 974), wherein it was held that for the purpose of computing the “net 
capital addition” under section 713 of the World War IT excess-profits-tax law, 
invested capital must be reduced by the amount of underwriters’ commissions 
paid by the issuer. As stated, it is felt that the two situations are not analogous, 
but that such a construction is possible. The following example will illustrate 
the effect of this possible construction : 

X corporation agrees with an underwriter for a public issuing of $40 pre 
ferred stock. The underwriter exacts a commission of $3 per share so that the 
net received by the issuing corporation is $387. In order to market the security, 
a redemption price of $42 is provided. Because 105 percent of $37 equals ap 
proximately $38.85, upon redemption $3.15 of the redemption price would be 
subjected to the 85 percent penalty tax, even though the redemption price is only 
105 percent of the amount which each particular stockholder has actually paid 
to the underwriter. 

We feel that subsection 309 (a) (3) is seriously deficient as regards this par 
ticular problem and would recommend that an appropriate clarification be in- 
serted either in section 309 or in section 312, which deals with definitions. 


(b) Section 309 (c) is discriminatory and confiscatory 


The effect of this subsection is to attribute an issue date of January 1, 1954, 
to any preferred stock issued prior to that date, regardless of its actual date 
of issuance. Our study of the report of the Committee on Ways and Means 
indicates that this provision was hastily inserted in answer to ill-founded 
objections made in the minority report. (See p. B21, Report.) 

The entire concept set forth in section 309 is novel and goes far beyond any 
provisions of present law. To impose this provision retroactively appears to 
be extremely discriminatory against those preferred stock issues which have been 
outstanding for many years. It places shareholders who received preferred 
stock dividends on January 1, 1954, in the same holding period status as stock- 
holders who received preferred stock dividends in 1913. So also, the section 
eovers stock sold for cash many years prior to 1954, to the extent that the 
redemption price exceeds 105 percent of the issue price. Thus, stock sold in 
1939 under a contractual obligation to redeem at 108 percent of issue price in 
15 years will precipitate an 85 percent transfer tax upon redemption in 1954, 
Either that contractual obligation must be honored or the stock must be frozen 
until 1964. Thus, old preferred stock is discriminated against by being frozen 
for many years beyond the ten year period imposed on future issues of preferred 
stock. 

The practical effect of this provision is to “lock-in” old preferred stock which 
should be retired as a matter of good business. Although it is the piously 
announced intention of the Ways and Means Committee to “remove inequities” 
and to “reduce tax barriers to future expansion of production and employment” 
(p. 1, Report), this provision spawns an unparalleled inequity and foreibly “locks 
in” for a 10-year period high dividend preferred, outstanding up to 40 years, 
the redemption of which might be dictated by a desire to use preferred dividends 
for “future expansion of production and employment.” It is obvious that the 
supposed evil which the minority seeks to enjoin has been replaced by a pro- 
vision which is on its face inequitable and consficatory 


(3) SECTION 359 TREATS SMALL CORPORATIONS UNFAIRLY 


This section sets forth the rules regarding the tax-free nature of reorganiza- 
lions involving corporate acquisitions of stock and property and corporate sep- 
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arations. Particular reference is made to the treatment of corporate acquisitions 
of stock or property as regards those corporations which are not “publicly held.” 
The House committee report expresses the opinion that many reorganizations of 
small corporations have as their purpose the distribution of earnings to share- 
holders at capital gain rates (p. 39, Report). It is apparently for this reason 
that different ownership tests have been imposed on closely held corporations. 
However, upon review, it appears clear that if this evil did exist the attempted 
correction thereof by a blanket discrimination against closely held corporations 
would appear to be extremely unwise, 

The adoption of this “limitation of relative size” requirement would result 
in the taxing of transactions which do not involve disguised distributions of 
earnings and will require the payment of tax upon exchanges which are not 
sales and for which there is no receipt of liquid assets out of which the tax 
may be discharged. The 25 percent and 400 percent tests which must be met 
by closely held corporations, but not my industrial giants, is not only discrimina- 
tory, but imposes new, doubtful and ambiguous concepts into the reorganization 
law, which has been painfully and gradually developed since the 1920's. 

Many business factors have influenced smaller corporations to merge into 
larger listed competitors. In many instances, the acquiring corporation does 
not have sufficient liquidity (primarily because of high income tax rates) to 
purchase the transferee corporation’s stock for cash. The traditional method of 
acquisitions in such cases is to enter into a tax-free reorganization (almost 
always with Treasury sanction) wherein the stockholders of one company 
receive stock of the acquiring corporation in exchange. It is difficult to envision 
the reasons behind the new philosophy that this established practice is now 
non grata if the transferee is not “publicly held” but is perfectly permissible 
taxwise if the parties concerned are listed companies. We, therefore, recommend 
that the distinction between “publicly held” and “closely held’ corporations be 
abolished and the 25 percent and 400 percent tests be eliminated from the bill 
(sees. 354(b) and 359). 

Several ambiguities and uncertainties inherent in the language of sections 
354 and 359 become apparent when that section is considered with respect 
to proposed corporate acquisitions and reorganizations which involve the com- 
bining of corporations in which there previously existed interrelations of share- 
holdings. Although examples of these uncertainties are not included herein 
because of space limitations, we understand that specific examples of these 
ambiguities have been furnished to your committee by other organizations, 
nnd we, therefore, do not repeat them here. 


CONCLUSIONS 


This letter has dealt only with three major provisions of subchapter C of the 
proposed code. Because of time and space limitations, we have not referred 
to other sections which appear to be deficient either in draftsmanship or in 
substance. Our study of the proposed code has convinced us, however, that it 
is unwise to eliminate technical language which has been developed and con- 
strued over a 40-year period and under the guise of simplification and clarifica- 
tion, to substitute for it other language even more technical which has not 
been construed. We are not opposed to simplification or clarification as such, but 
feel that any wholesale revision such as that contained in this bill should receive 
full consideration by not only those charged with administering the laws, but also 
those wha, as tax practitioners, must use it to advise clients. 

We think that it is particularly unwise and unfair to enact such a far-reaching 
revision with retroactive features. It would seem more desirable if a new code 
is to be enacted at this session that its provisions which make substantive changes 
should be prospective in application (other than the recommendations made 
to Congress by the President) and that taxpayers should be afforded a reason- 
able tength of time in which to rearrange their affairs so as to avoid undue 
hardships to which they would otherwise most certainly be subjected. The 
principal offender in this regard is subchapter C, and we recommend to your 
committee the suggestion that this subchapter be held in abeyance and that 
present law dealing with that field be reenacted until such time as it has been 
thoroughly considered and improved. 

The fact that time limitations which were imposed made adequate considera- 
tion of the technical and complex provisions of the bill completely impossible 
is demonstrated by the minority view of the committee which states: 
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“We fear, that, in the hasty manner in which this most complicated legislation 
has been handled, we will have to spend many weeks straightening out the law 
in the future, if the bill becomes law” (p. B6, Report). 

Respectfully submitted. 

Joun S. Best, 
Chairman, Wisconsin Bar Association Taxation Section. 


Secretary, John L. Palmer. 

Directors of Wisconsin Bar Association, Taxation Section: Joseph R. Barnett, 
John S. Best, Robert E. Nelson, Louis L. Meldman, Edmund B. Shea, S. R. Stroud, 
Walter W. Hammond, Henry P. Hughes, Henry O. Schowalter, Richard L 
Greene, Richard R. Teschner, and William McNamara, 


Josern Getz & Co., 
CERTIFIED PUBLIC ACCOUNTANTS, 
New York, N. Y., April 14, 1954. 
Recommendations re basis of property acquired from a decedent, section 1014 

Revenue Code of 1954 

SENATE FINANCE COMMITTEE, 
Senate Office Building, 
Washington, D. C. 

JENTLEMEN : In the proposed section 1014 of H. R. 8300, the bill to revise the 
internal revenue laws of the United States passed by the House of Representa- 
tives, there is presented the provision with regard to the basis of property, in 
the hands of a person acquiring the property from a decedent. It was evidently 
the intention of the House, when revising the old law on this subject, to correct 
certain inequities and discriminations which existed under section 113 (a) (5) 
of the Internal Revenue Code of 1939, as amended. The House Ways and 
Means Committee report very clearly states this intention as being an underlying 
purpose for the revision of the section, as is stated in the following excerpt from 
House Report 1337, chapter X XVI, Gain or Loss on Sale of Property: 

“There appears to be no justification for denying some property included in a 
decedent’s gross estate for estate-tax purposes a new basis at date of death while 
giving this new basis in most cases.” 

The provisions of the present law in connection with basis of property ac- 
quired from a decedent, does not permit the taxpayer to use the basis of the 
property as it was included in decedent’s gross estate for estate tax purposes, 
if the property had been transferred in contemplation of death, or it had been 
acquired by the surviving tenant of a joint tenancy or a tenancy by the entirety, 
or it had been included in the gross estate as a reserved income transfer. 

The writer desires to call your committee’s attention to two instances wherein 
the section, as it presently stands, does not give the relief to taxpayers from the 
discrimination and inequities which is the evident purpose of the revision of the 
present Internal Revenue Code covering this subject. 

Proposal I—That where a taxpayer according to the terms of the decedent’s 
will, is permitted to acquire property from the decedent's estate at a price which 
is less than the value of such property as used for estate tax purposes in the 
decedent’s estate, the basis to the taxpayer of such property should be the value 
for estate tax purposes and not the amount paid therefor by the taxpayer: 

The above proposal relates to another very important situation, which should 
be rectified in order to remove the discrimination and inequity of the present law. 

There are many taxpayers who would be affected by the proposal. 
Testators frequently provide in their wills that the subjects of their bounty 
should receive specific property from the legal representatives of their estate at 
a price which is below the fair market value of such property at the time of 
decedent’s death, and as valued for estate tax purposes. It is their intention to 
make a testamentary gift to the person of a part of the property, which gift is 
conditioned upon the legatee making payment of a specific sum or percentage of 
the value to the estate. Estate planners encourage this technique of distribu- 
tion as a method whereby certain heirs may acquire an interest in a business 
conducted by the testator at a price which would be within the financial means 
of such heirs, and yet provide funds in the estate which would be available for 
distribution to the surviving widow, other legatees, administration expenses and 
estate taxes. This method is also used in cases where the testator wishes that 
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key employees should acquire an interest in his business, so that they may con- 
tinue in its employ and run the business for the benefit of his family and other 
heirs. 

The Internal Revenue Service for estate tax purposes considers the difference 
between the fair market value and the prescribed purchase price as a testa- 
mentary disposition by the decedent and the full value of the asset is taxed 
in the decedent's estate. As regards the subject of the testator’s bounty, the 
person who elects to acquire the property from the estate at the reduced price, 
the Internal Revenue Service, however, takes the viewpoint that such property 
was acquired for a consideration equal to the price paid therefor. The basis 
of the property to the person so acquiring it, is held to come under section 111 
of the present Internal Revenue Code, which is similar in context to the pro- 
posed section 1001 of the Revenue Code of 1954, as passed by the House. At 
the present time, there is a situation which requires clarification, because of the 
conflict under the present law between section 113 (a) (5) (basis of property 
acquired from decedent) and section 111 (basis of property acquired by con- 
sideration paid). The courts have already resolved this conflict of law adversely 
to the taxpayer. In the decision J. Gordon Mack vy. Commissioner of Internal 
Revenue (3 T. ©. 390 (1944) aff'd 148 F. (2d) 62 (C. C. A. 3, 1945), certiorari 
denied by Supreme Court (326 U. 8. 719)), it was held that the taxpayer’s 
right to purchase stock of a corporation from the decedent’s estate at 50 per- 
cent of its fair market value, was an option right, to which no value could be 
accorded because it was acquired by the taxpayer without cost. The basis to the 
taxpayer was the price paid for the stock, despite the fact that the decedent 
had specifically designated the taxpayer (his son) as one of the persons entitled 
to purchase the stock at the reduced price, and the stock was valued for estate 
tax purposes at 100 percent of its value. 

It appears to be a clearcut discrimination, if a person to whom has been given 
a valuable right, or option by a decedent, which right or option has been taxed 
as a testamentary disposition in the decedent's estate, is deprived of the value 
of such right or option in the determination of the hasis of the property acquired 
by the person. This in inequitable, becanse it seems that the form which the 
transaction takes, governs under the present law, instead of the substance 
of the transaction. To aid in clarification, it is recommended that a revision 
of the code, so that it covers transactions of this type, should be specifically 
made, and there not be required any forced construction in this respect. 
Paragraph (a) (9%) of section 1014 of the proposed code, it is believed would 
not cover the situations discussed above, because “property * * * acquired from 
the decedent by reason of death, form of ownership, or other conditions” 
would seem to cover only transfers of property in contemplation of death, 
property acquired by a surviving tenant of a joint tenancy or tenancy by the 
entirety, or property the subject of a reserved income transfer. 

A suggested revision of the applicable paragraph of the proposed code, so 
as to meet the objections raised herein, is submitted at the end of this 
memorandum. 

Proposal I11—That the effective date of section 1014 paragraph (a) (9) should 
be to transactions occurring after December 31, 19538, instead of being applicable 
to cases of decedents dying after December 31, 1953: 

Since the purpose of the amendments which are contained in section 1014 
was to correct discriminations and inequities with reference to “the basis of 
property acquired from a decedent,” the effectiveness of the amendments would 
he extremely diluted, and its present benefits to taxpayers would be greatly 
diminished if it is effective only in cases where the decedent died after Decem 
ber 31, 1953. The matter of basis for property to a taxpayer is important 
when such taxpayer sells the property, and where the property is depreciable 
or exhaustible and the taxpayer may be entitled to deductions for deprecia- 
tion or amortization thereon. If the amendments are made effective only 
to cases where the decedent died after December 31, 1953, then the matter 
of basis would in perhaps the majority of situations not arise until some future 
date, or perhaps never. There would be no relief from discrimination and 
inequity to the many taxpayers who had acquired property from decedents 
who had died prior to December 31, 1953, and who would have transactions after 
that date, where the question of basis was important. If the new amendments 
are made applicable to transactions which occur after December 31, 1953, these 
amendments would benefit the class of taxpayers who are presently diserim- 
inated against. The transactions which fell in the category in which the use 
of the estate tax basis was not allowed, could use such basis on or after that 
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date. Such a change would not permit refunds upon transactions closed in 
years prior to December 31, 1953. It would not produce a deluge of claims for 
refund. The recommendation would be entirely prospective in its mature 
and would be of benefit only to those taxpayers who had transactions after 
January 1, 1954. 

The following is submitted to your committee, as a draft of the wording of 
section 1014 (a) (9) to give effect to the two proposals submitted above (new 
matter in italics) : 

Section 1014 (a) (9): 

“For tarable years beginning after December 31,>1953, property (other than 
annuities described in section 72 which was acquired from the decedent by reason 
of death, form of ownership, or other conditions, and if by reason thereof the 
property was required to be included in determining the value of decedent's 
gross estate under chapter 11 of subtitle B, or section 811 of the Internal 
Revenue Code of 1939. If property was acquired upon an option or right to 
acquire such property from the decedent’s estate by will of the decedent at an 
amount less than the value of such property required to be included under 
chapter 11 of subtitle B or section 811 of the Internal Revenue Code of 1989, 
the basis for such property shall be the value at which such property was 
required to be included 

Respectfully submitted 

JOSEPH GETZ. 


STATEMENT SUBMITTED BY HARRY E. Green, ATTroRNEY AT Law, New York, N. Y., 
Re Section 923 or H. R. 83800 


Section 923 of H. R. 8300 contains in subparagraph (iii) of paragraph (3) 
under section (a) a provision that the foreign tax credit with regard to dividends 
from a foreign corporation cannot be claimed if the earnings and profits out 
of which the dividends are paid relate to a year more than 25 percent of the 
gross income of which is derived from the sale of articles or products “manu 
factured in such foreign country and intended for use, consumption, or sale in 
the United States * * *,.” 

In the House committee report relating to this section, the following state 
ment is made at page A255: 

“The requirement that, in order for earnings and profits to qualify for pre 
ferred dividend purposes, not more than 25 percent of the gross income of the 
foreign corporation for the year must be derived from the sale of articles or 
products manufactured in such foreign country and intended for use, con 
sumption, or sale in the United States, is confined to manufacturing. Thus the 
requirement would not apply, for example, to the mining or processing of metals 
or the extraction or refining of oil, in a foreign country and intended for con 
sumption, use, or sale in the United States. The words ‘intended for use, 
consumption, or sale in the United States’ contemplate objective manifestations 
of an intention to turn out a product which is to be marketed in the United 
States as evidenced by the design of the product, the packaging or labeling 
thereof, descriptive material thereon or other indicia of Intent that the product 
will ultimately be marketed in the United States * ee 

I believe that under the foregoing statutory provisions a substantial question 
will arise with regard to what is intended to be included and what is intended 
to be excluded by the phrase “articles or products manufactured in such foreign 
country and intended for use, consumption, or sale in the United States.” For 
example, I represent a company that is engaged in the production of raw sugar 
in Cuba and in the Dominican Republic. Our company grows or buys the cane, 
which is then ground in a raw-sugar factory, the end product of which is raw 
sugar. Raw sugar is not marketed in the United States to the ultimate con 
sumer. However, raw sugar is sold to American refiners, who further refine 
and process it and then sell it under their own trade names, My client does not 
in any way distribute sugar to the wholesale or retail trade 

In addition, Caeeennee molasses is produced as a byproduct in the manu 
facture of raw suga This blackstrap molasses is sold to distillers for the 
production of a or to distributors as cattle food. My client does not in 
any way sell molasses directly to the retail trade. 

Under the Sugar Act of 1948 the amount of raw sugar which can be brought 
into the United States from Cuba, the Dominican Republic, and other countries 
is fixed by quota. Hence Congress has already legislated with regard to how 
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much sugar from such foreign countries can be marketed in the United States 
as raw sugar by the sale thereof to refiners. With such legislation already on 
the books, it would appear to be unreasonable and superfluous to have the 
25-percent limitation above expressed applicable to raw sugar companies since 
it will not result in any additional competition in the United States market over 
and above that which has already been approved by Congress. 

Furthermore, if this 25-percent limitation is retained and if it is applicable to 
the production of raw sugar, the anomalous result is that a country which Con- 
gress previously sought to benefit by the Sugar Act is now prejudiced by this pro- 
vision. For example, under the sugar quota for Cuba a sufficient amount of raw 
sugar can be sold each year to United States refiners so that a raw-sugar company 
operating there would derive more than 25 percent of its income from such raw 
sugar. This is because Congress has set up a quota that results in this, and this 
quota was set up to benefit Cuba. On the other hand, the permissible quota for 
raw sugar from the Dominican Republic is so low that no company operating there 
is able to sell a sufficient amount of raw sugar in the United States market to 
produce 25 percent of its income from that source. Hence earnings and profits 
from the production of raw sugar in the Dominican Republic, a country which 
Congress did not see fit to benefit by a large quota, would qualify for the tax 
credit, whereas earnings and profits from the production of raw sugar in Cuba, a 
country which Congress did see fit to benefit by a large quota, would not be able 
to qualify for the tax credit. 

The question thus presented is whether or not the production of raw sugar 
constitutes “manufacturing” or whether it is comparable to the examples stated 
by the House committee of the mining or processing of metals or the extraction or 
refining of oil. This question is of broad general interest since several million 
tons of sugar are produced in Cuba and other foreign countries in the raw form 
for sale to United States refiners and also to refiners in other countries. This 
problem should be clarified in the statute and not left to litigation in the courts. 

To clarify the statute and to effect the basic objectives, it is suggested that the 
following parenthetical expression be added at the end of section 923 (a) (3) 
(A) (iii): 

“Provided, however, That the requirement of this subparagraph (iii) will 
not apply where the basic raw materials employed in the manufacturing are 
obtained from sources outside the United States.” 





SERVTEX MATERIALS Co., 
New Braunfels, Tex., April 14, 1954 
Hon. EuGene D. MILLIKIN, 
Chairman, Committee on Finance, 
Senate Office Building, Washington, D. C. 


Dear Senator: It is respectfully requested that the attached “Statement in 
Support of 15 Percent Depletion Allowance for Chemical and Metallurgical Grade 
Limestone Producers” be received for the attention of the committee as appro- 
priate and placed in the printed record of the committee’s hearings on H. R. 8300. 
A copy of the statement is being sent to each member of the committee. 

We realize that revision of the tax code is a painstaking task. While we do 
not want to add to the demands upon your time, we do hope the committee will 
see that the original intent of Congress in establishing a 15-percent depletion 
allowance for chemical grade and metallurgical grade limestone regardless of 
end use is restated and preserved by appropriate language in H. R. 8800 
or in the report. From all indications this has always been the intent of 
Congress. 

As pointed out in the attached statement, Treasury has had difficulty inter- 
preting the meaning of the 1951 Revenue Act, as pertains to chemical grade and 
metallurgical grade limestone. The proposed 1953 treasury regulations would 
create unjustifiable hardships and unfair competitive advantages as between 
minerals with identical uses. 

The problem is a national one, and although we would not attempt to suggest 
to the committee the details of a solution we do feel that we should lay the 
facts before you for consideration. We cannot feel that it is desirable to construe 
the theory of depletion allowances in such a way as to permit virtual subsidies 
to one competitive product over another. 
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Your kindness in giving attention to this problem will be greatly appreciated. 
We shall be happy to have an expression of your opinion and should additional 
information be needed we will gladly supply it. 

Yours very truly, 
H. R. ScHNEIDER, 
Secretary-Treasurer. 


STATEMENT IN SUPPORT OF 15-PERCENT DEPLETION ALLOWANCE FOR CHEMICAL 
GRADE AND METALLURGICAL GRADE LIMESTONE PRODUCERS 


Mr. Chairman, members of the committee, my name is E. Eikel. I am presi- 
dent of Servtex Materials Co., of New Braunfels, Tex. I am also a regional 
vice president of the National Crushed Stone Association and a member of the 
board of directors of that association. 

I am before the committee as a producer of chemical and metallurgical grade 
limestone. 

I do not ask for myself or for the industry of which I am a part any relief or 
special treatment. My purpose is to seek the establishment of proper safeguards 
guaranteeing that the intent of the Congress will be followed in the administra- 
tion of our revenue laws. 

Briefly, the situation which brings me here is this: 

In 1951, the Congress of the United States established a 15-percent depletion 
allowance for limestone of chemical or metallurgical grade. 

The reason for this lies in the needs of modern industry. There are, it is 
true, many varieties of limestone. Some laymen, of course, regard limestone 
as merely a sort of common rock. Actually, however, limestone is a valuable 
nonmetallic mineral. It is one of the great five chemical reagents: water, air, 
coal, sulfuric acid, and limestone. Modern industry, especially the chemical and 
metallurgical industries, are requiring limestone in greater and greater quanti- 
ties. Limestone suitable for such purposes is relatively rare. The wisdom of 
the Congress in establishing a 15-percent depletion rate for this mineral is 
unquestionable. 

After the Revenue Act of 1951 was passed, the Treasury Department encoun- 
tered the problem of definition. Although the terms ‘‘chemical grade” and 
“metallurgical grade” as applied in the act to limestone were not specifically 
defined, the statute itself established a grade, not an end use, test for chemical 
and metallurgical grade limestone. There is no basis anywhere in the legis- 
lative history of the statute for changing the plain language of the Congress. 

For nearly 3 years, however, the problem of definition was unsettled. Finally, 
the Treasury Department, in regulations issued last year, decided that the terms 
should be defined by use—that is, “chemical grade’ meant “used or sold for use 
in the chemical trades’; “metallurgical grade” meant “used or sold for use in 
the production of ‘metals.” 

On the surface, this might to some appear as a logical definition. In reality, 
such an approach to a definition is wholly illogical and the practical results not 
only are inequitable but actually would prove costly to producers of such premium 
grade limestone. 

It is illogical, in the first place, to assume that the use of any raw material 
ean determine its grade. The grade is determined by the composition or nature 
of the commodity, Crude oil, for example, is graded according to how pure it 
is; using high-grade oil for a low-grade purpose does not in any way alter its 
grade. 

What this Treasury Department standard meant to us illustrates the inconsis- 
tency of such an approach. From our quarry, we produce only one grade of lime- 
stone. Yet in the Treasury Department’s eyes, this limestone was high grade 
if a chemical industry bought it, and it was not high grade if the State Highway 
Department or the Federal Government bought it. In other words, who the 
customer was and what he did with the stone determined our rate of depletion 
allowance—although our costs and our loss through depletion were the same 
no matter who bought the stone. 

The real effect of this was to place us at a severe competitive and economic 
disadvantage. In Texas we are in the relatively early stages of industrial growth. 
We have customers for our limestone in the chemical and metallurgical indus- 
tries, but the total demand for these nearby industries is not sufficient to con- 
sume the total production we must maintain to conduct a profitable business. 

The bulk of our business is with the State highway department, which uses 
our limestone for highway construction purposes. This is the same stone which 
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the chemical and metallurgical trades use. Rock asphalt and crushed limestone 
are strong competitors in the highway construction industry in Texas. Deposits 
from which rock asphalt is being quarried principally for highway and related 
construction are located west of Uvalde, Tex. For all practical purposes identical 
problems are faced by the quarryman whether the deposit be of limestone, or rock 
asphalt. The opening of such a deposit is an expensive undertaking. 

The question of end use is not considered by the Treasury Department in 
granting 15 percent depletion to rock asphalt. Texas rock asphalt is limestone 
naturally impregnated with a small amount of asphalt varying roughly from 
1 to 12 percent. This crushed limestone rock asphalt is sold as crushed stone 
for highway- and road-building purposes, for ballast, and for other purposes in 
direct competition with our crushed limestone. 

Mixtures of rock asphalt and flux oil and mixtures of crushed limestone and 
liquid asphalt, such as we produce, also compete directly as ready-for-use paving 
materials on State highway and other road-construction projects. It is not con- 
tended that the added value brought about by this further processing should be 
subject to percentage depletion, but rock asphalt is allowed 15 percent depletion 
whereas crushed limestone used for the same purpose is listed at 5 percent by 
Treasury Department. 

So, the net effect of this is that when a producer of chemical or metallurgical 
grade limestone bids for a highway-construction project he finds himself facing 
a competitor who enjoys a 10-percent advantage—a 10-percent subsidy from the 
Treasury Department. 

This situation arises solely because the Treasury Department defines the 
grade of a limestone by its use. If the definition rested upon the characteristics 
of the material there would be no such discrimination. 

Last year, this problem was presented by us to the House of Representatives 
through the Ways and Means Committee. The reception was entitrely favora- 
ble. In an effort to correct The Treasury Department’s misinterpretation of con- 
gressional intent, the House committee made the provisions in H. R. 8300 quite 
specific regarding the 15 percent depletion on chemical and metallurgical grade 
limestone. 

The House report specifically states that “The rates designated for the min 
erals specifically provided for in this subsection shall apply regardless of the 
use to which such minerals are put.” 

Representative Simpson, of Pennsylvania, further stated on the floor during 
debate on this measure that it was the intent of the committee that the 15 per- 
cent rate apply to chemical and metallurgical grade limestone regardless of use, 
and that such had always been the intent. In this connection, Mr. Simpson 
stated: “* * * that is exactly right, that those specified metallurgical or chem- 
ical limestones shall have the depletion allowance of 15 percent regardless of how 
used.” 

That is why We are here asking the committee to make certain that the in 
tent of Congress is followed. Congress intended “chemical grade” and “‘metal- 
lurgical grade” to describe the type or characteristics of the limestone, not the 
use of the limestone. Congress had in mind grade, not end use. Yet the Treas 
ury Department ruling runs directly counter. 

We hope that this committee will find time, in the course of your delibera- 
tions, to restate the original intent of Congress in such manner as to eliminate 
this misinterpretation of the law by the Treasury Department. 

Recently, the Treasury Department did provide the Joint Committee on In- 
ternal Revenue Taxation with a possible new definition which I want to men- 
tion. This definition provided that chemical and metallurgical grade lime- 
stone should be defined as meaning calcium or magnesium limestone containing 
an aggregate of not more than 5 percent by weight of sulfur and the oxides of 
silicon, iron, and aluminum. 

Let me say that, insofar as our production is concerned, this definition would 
be quite satisfactory. However, it should not be adopted by the Congress with- 
out full knowledge of the possible effects. 

Let me explain this point: there is no standard “book” definition of these 
terms. Generally, it means high-calcium limestone, with a very low impurity 
content. However, there are many other factors involved. Such limestone, for 
example, must ordinarily be used in great quantities by industry; thus freight 
rates and shipping costs become an important consideration. The more nearly 
pure the limestone the less the amount needed for certain uses. Industry will 
generally use the most economical source of limestone, taking into consideration 
impurity content and freight costs. 
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In some sections of the country, such as the White River Valley of Arkansas, 
I understand industry has located plants near the source of high-calcium lime 
stone deposits and is utilizing large quantities of limestone which contains more 
than 5 percent impurities. This has opened a whole new market for a mineral 
resource which might, otherwise, never have been economically produced. Im 
purities in limestone deposits of the White River Valley, according to my infor 
mation average about 7.45 percent. In this connection, it should be noted that 
the United States Department of Agriculure in two States, I believe, has de 
fined limestone containing not less than 60 percent calcium carbonate equivalent 
as chemical grade. 

Now if the Congress should adopt the 5 percent impurities limit proposed by 
the Treasury Department the result might be to classify out of the 15 percent 
depletion rate some limestone producers who are selling to the chemical and 
metallurgical trades. This would be undesirable. 

Because the range of acceptability of such limestone to these industries is 
relatively flexible, ranging somewhat beyond 5 percent it would seem more de 
sirable to set the limit at 8 or 10 percent. Such a limit would be beyond the 
arbitrary level involved at the 5-percent limit. It would not be so great, how 
ever, as to grant 15 percent depletion to limestone wholly unsuited to chemical 
or metallurgical uses. 

Or, the committee might wish to provide a definition not subject to frequent 
and arbitrary change, by merely adding to the Treasury Department language 
the words, “or limestone suitable for use in the chemical and metallurgical 
trades.” Thus, if a technological development or economic condition justified the 
use of limestone with a higher impurity content the “suitability” test, rather than 
the “use” test, would allow equitable treatment 

The courtesy of your consideration of this matter is greatly appreciated 


LEACHMAN, MATTHEWS & GARDERE, 
Dallas 2, Tew., April 14, 1954 


Re Proposed Internal Revenue Code of 1954, part Il of subchapter C of chapter 
1 of subtitle A, dealing with corporate liquidations 


Hon, EvGeNge D. MILLIKIN, 
Chairman, Finance Committee of the Senate, 
Washinoton 25, D. ¢ 


Dear Str: I am writing with regard to the proposed provisions of section 333 
(a) of part II of subchapter C of chapter 1 of subtitle A, which has to do with 
“Gain from the sale of property in connection with corporate liquidations.” 

Section 333 provides that, “No gain shall be recognized to a corporation upon 
a sale of an asset after the adoption of the plan of partial or complete liquida 
tion (as defined in section 336 (a) and (b)) if such sale is incident to such 
liquidation and the distribution and liquidation of all of the assets of the cor 
poration * * * is completely within the taxable year in which such sale occurs 
or within the succeeding taxable year,” except with respect to certain exceptions 
not relevant here. [Emphasis supplied.] 

Section 336 makes it clear that a distribution by a corporation shall be con 
sidered as having been made pursuant to a plan of liquidation if the distribution 
is made “subsequent to, and in accordance with, a resolution adopted by the 
shareholders or the board of directors under which the termination of the busi 
ness or businesses and the transfer of assets and redemption of all or a part of 
the stock is authorized.” [Emphasis supplied.] 

As in the case of the other income-tax provisions of the code, these provisions 
of the law are effective with respect to all taxable years beginning after Decem 
ber 31, 19538. 

In Texas and many other States the affairs of closely held corporations are 
not handled as punctiliously with respect to written records of board of directors 
and stockholders meetings, formal resolutions, and other such similar matters, 
as is true in the case of large widely held corporations where such procedures 
are more or less mandatory because of the diversity of ownership and the 
consequent third party responsibility of the board of directors and other officers 
of the company. Since there is no real necessity for formal resolutions to be 
adopted in advance, it is quite frequently true that the corporate officials may 
take steps leading and, for that matter, irrevocably committing the corporation 
to a certain transaction, prior to the adoption of an authorizing resolution by 
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the board of directors. For example, the board of directors who for the most 
part control corporation X through stock ownership may intend liquidating the 
company and may accordingly begin selling off all or a major portion of the 
operating assets prior to the time that any formal resolution of liquidation is 
adopted. Of course, in order to consummate such sales, the appropriate 
officials of the company would necessarily be given the authority to sell the 
properties in question, but this would ordinarily take the form of a simple reso- 
lution, authorizing such dispositions, furnished primarily for the protection of 
the purchaser. In most instances, the resolution would contain no mention of 
liquidation or the distribution of the sales proceeds to the stockholders. While 
the board of directors would intend to liquidate the company after the disposi- 
tion of all or the major portion of its assets and would thereafter proceed to 
carry through with the liquidation, the adoption of the enabling resolution 
would not be accomplished until shortly before the actual liquidation of the 
company. 

The above-described provision of the proposed act will severely penalize 
many smaller and closely held corporations that for many years have carried 
out this and similar transactions in an informal manner without any knowl- 
edge of the necessity for the formal adoption of such a resolution at any one 
point of time. In fact, neither the laws of Texas nor the existing provisions 
of the Internal Revenue Code have heretofore made it necessary for such a 
liquidation resolution to be adopted prior to the sale of assets by the company 
as the first step towards its ultimate liquidation. 

In the case of companies which during the latter part of 1953 or during 1954, 
prior to the publication of H. R. 8300, have undertaken the sale of all or a 
substantial portion of corporate assets with the intent of liquidating the cor- 
poration at the earliest possible time, many will not have complied with the 
requirement of section 333 to the effect that such sales must be made after the 
adoption of a resolution not only providing for the sale of such assets but also 
for the liquidation of the corporation and the distribution of all assets to the 
stockholders. Consequently, such corporations will be required to pay a tax 
on the gain realized from such sales whereas, had they had any knowledge of 
this requirement, they could and would with no difficulty have adopted the re- 
quired resolution. It is no answer to this problem to say that the corporations 
could have gone through with a complete liquidation prior to the sale of such 
assets, for in some cases the court holding company problem may have been 
involved and in others, because of the nature of the assets held, it is mandatory 
that the corporation itself carry out the sales of its operating properties. 

It is submitted in the light of the foregoing that the requirements of section 
333 are unduly restricted and place an unwaranted premium on the form of 
transactions already cast or initially undertaken prior to the release of H. R. 
8300, the first time at which such taxpayers would have had any notice of the 
proposed provisions. 

Certainly the purposes intended to be served by the enactment of the provision 
in question are wholesome and justifiable. Nevertheless, equity will not be 
served unless those corporations making such sales during the early part of 
1954, as a preliminary to liquidation, are accorded the benefits of section 333 
despite their failure to adopt the required formal resolution prior to the con- 
summation of the sales. 

It is believed that this provision of the law should be so modified as to ex- 
tend to sales made during any taxable year beginning after December 31, 1953, 
and and prior to the actual enactment of the Internal Revenue Code of 1954, 
regardless of the nonexistence of any formal resolution prior to such sales, pro- 
vided that at the time of making the sales, the corporation intends liquidating. 
The existence of such an intent that the sales would be followed by complete 
liquidation should be conclusively presumed in the event the corporation is 
completely liquidated within 1 year after the date of the enactment of the 
Internal Revenue Code of 1954. Concededly, Congress is entitled to place any 
restrictions considered desirable with respect to the applicability of section 333 
to any sales made after the enactment of the act. To make this provision 
retroactive to January 1, 1954, however, but to restrict its application to situa- 
tions in which a mere formal act took place is to unfairly distinguish between 
smaller and closely held corporations justifiably operated on a more informal 
basis and larger widely held concerns the nature of whose operations requires 
that such steps be taken as a matter of course. Certainly no justifiable purpose 
would be served by making such a distinction. Moreover, the intent of the act 
would be served by eliminating the double tax, and the good faith of the selling 
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corporation would be guaranteed by the requirement that it be completely 
liquidated within one year after the date of the enactment of the proposed act 
Should the present provision become law, its application to sales made prior to 
the issuance of the proposed bill will be completely fortuitous depending as it 
does upon the mere adoption of a resolution which, for one reason or another, 
some corporations will have delayed without any reason to believe such omission 
of any real significance. From the standpoint of existing law, such a delay 
in the adoption of the resolution would be of no consequence 

It is respectfully recommended that the presently proposed section 333 of 
H. R. 8300 be amended by the addition of paragraph (d) providing substantially 
as follows: 

(d) Sales prior to effective date of act: In any case in which a corporation 
sells assets during its first taxable year beginning after December 31, 1953, and 
prior to the effective date of this act and such corporation would have been 
entitled to the benefits of (a) above had it adopted a plan of complete liquida- 
tion (as defined in section 336 (a) and (b)), such corporation shall be con- 
clusively presumed to have adopted such plan of complete liquidation if the 
corporation is completely liquidated within 12 months after the effective date of 
this act. 

I am also concerned by the statement of Congressman Reed to the effect that, 
despite the language of H. R. 8300, the House did not intend the provisions 
above discussed to apply to liquidation transactions undertaken pursuant to 
a plan or resolution adopted on or prior to March 9, 1954. In this connection 
Congressman Reed stated, “in such cases, the resulting tax consequences at 
both the corporate and shareholder level will be determined under the Internal 
Revenue Code of 1939.” 

I think it quite obvious that while Congressman Reed intended to reassure 
certain taxpayers who had undertaken transactions on or prior to March 9, 
1954, with the expectation that they would be taxed under existing law, there 
are probably just as many corporations and individual stockholders who would 
like to receive the benefits of the new law with respect to the same types 
of transactions even though their plans may have been adopted prior to March 
9. Here again, it would seem unfair to extend relief to one group who, for one 
reason or another, may have delayed the adoption of a formal resolution and 
deny it to others who have gone ahead and taken such action. By way of 
meeting the understandable objections of both groups to a completely retro- 
active application on the one hand or to a completely nonretrocative application 
on the other, it is suggested that taxpayers might be afforded an election as to 
whether the existing law or the new Internal Revenue Code provisions should 
apply to such transactions. In the alternative, an acceptable solution to this 
problem may be furnished by a provision similar to the following: 

“In the event that any transaction governed by the provisions of this sub- 
chapter was consummated prior to March 10, 1954, or consummated thereafter 
pursuant to a resolution adopted by the stockholders or board of directors of 
any corporation prior to such date, the income taxes to the corporation or to 
any of its stockholders resulting from such transaction shall not exceed the 
taxes that would have been due under the provisions of the Internal Revenue 
Code in effect on March 8, 1954.” 

It will be appreciated if you and the members of the committee will give serious 
consideration to the foregoing suggestions. 

Yours very truly, 
Tuomas O. SHELTON, Jr. 


COMMERCIAL CrepiT Co., Baltimore, April 12, 1954 


Senator EuGceNe D. MILLIKIN, 
Chairman, Committee on Finance, 
United States Senate, Washington, D. C. 

DeAR SENATOR MILLIKIN: Attached is a copy of a brief which represents our 
views in opposition to all section 246 (a) (1) of H. R. 8300, whether life or cas 
ualty insurance companies are involved. It will take just 4 minutes to read this 
brief, and I am sure you will see our opposition is well founded. 
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Your committee is now conducting hearinzs on this legislation, but we are 


using this method of conveying our views to you and your group principally in 
the interest of economy of time. 


If there are any questions, please don’t hestitate to contact us. 
Very truly yours, 
E. L. Grimes, 
Executive Vice President. 
Received April 13, 1954 


INCOME TAXES 
SECTIONS 246 (a) (1), 923 (d) (2), 951 (c) (4), H. R. 8300 


THIS Brier Is Direcrep To AND Is aN OBJECTION TO ALL OF Secrion 246 (a) (1) 
FACTS 

1. Commercial Credit Co, is owned by 29,814 stockholders. 
Last year they received $10,969,267 in dividends. 
To enable it to pay these dividends, Commercial Credit Company received, 
in addition to its own earnings, dividends in excess of $20,000,000 from 44 finance, 
banking, and loan subsidiaries; 7 manufacturing subsidiaries 
subsidiaries. 

4. Each of these subsidiaries paid a normal and surtax averaging 52 percent 
on its earnings. 


» 
» 
». 
; and 2 insurance 


5. One of these subsidiaries writes the largest amount of credit 
written in the United States. 
in our economy. 


insuranee 
This type of insurance is an important factor 


6. Section 246 of H. R. 8300 provides, in effect, that the earnings of these in- 
surance companies be taxed twice at the 52 percent rate before being available 
to the 29,814 stockholders of the parent company. 

7. Section 246 of H. R. 8300 states, in effect— 

(a) That an 85 percent dividend credit (to avoid double taxation at the cor 
porate level) may be applied to the dividends of the 44 finance, banking, and 
loan subsidiaries and the 7 manufacturing subsidiaries, but not to the dividends 
of the 2 insurance subsidiaries ; and 

(b) That the earnings of the insurance subsidiaries are subject to a penalty 
tax because they will be distributed by way of dividends to the parent company, 
although that is the only way the 29,814 individual stockholders can get the 
benefit of such earnings. 

8. Each of the 28,917 stockholders would receive substantially less income 
if this arbitrary tax were imposed. 

9. Commercial Credit Co. could not change its form of corporate setup to 
eliminate the insurance companies, even if it so desired, because State laws 
require that its credit insurance and casualty and fire insurance subsidiaries be 
separate corporations. 

10. Although Commercial Credit Co. does not own an active life insurance 
company, it nevertheless has a substantial interest in such companies, since its 
insurance subsidiaries carry life insurance stocks in their portfolios. Why 
should those investments be depreciated by a curious and capricious tax device? 

11. Those who invest in insurance company stocks, whether they be corpora- 
tions or individuals, are entitled to the same treatment as those who make 
investments in a chemical company, steel company, automobile manufacturer 
or any other type of American business. 

12. The tax imposed upon a corporation, whatever its rate, should be deter- 
mined by its operations, not by its ownership. 

18. All life-insurance companies, whether mutual or owned by stockholders, 
presently pay the same tax rate on their operations, being a flat rate of 3°4 per- 
cent on first $200,000 and 614 percent on excess of net investment income with 
certain adjustments. These reduced rates (applicable alike to both stock and 
mutual companies) are intended to be equated to the application of ordinary 
corporate rates of 30 percent on the first $25,000 and 52 percent on net income 
above $25,000, after applying “the reserve and other policy liability credit.” 

14, Casualty and fire mutual companies presently pay a much smaller rate than 
do casualty, fire and credit insurance companies owned by stockholders. In 
fact, the latter pay the same rate as ordinary business corporations. 
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15. If we impose a penalty on the stockholder group as proposed by section 
246, we do two things: 

(a) We create an inequality in the life group. 

(b) We create an additional inequality in the casualty, fire, and credit insur- 
ance group. 

16. The proposed tax is, in effect, a capital levy because based upon stock 
ownership only. 

17. The stock insurance companies could not survive under this proposed 
double taxload. 


CONCLUSION 


Section 246 should be amended to eliminate all of paragraph (a) (1), and 
the remainder should be renumbered accordingly. 
Dated at Baltimore, Md., the 12th day of April 1954. 
Respectfully submitted. 
COMMERCIAL CREDIT CO., 
By E. L. Grimes, 
Erecutive Vice President 


Srampe TaxeEs—Sections 43811, 4331, 4381, H. R. 8300 
l'his brief is directed to and is an objection to the wording of section 4381 (a) 
FACTS 


1. Commercial Credit Co., in company with other finance companies, is a bor- 
rower of large sums of money that are used in its business, and whether or not 
those borrowings are subject to the stamp tax imposed by section 1801 has been 
uncertain since 1947. 

2. The confusion centers around the question as to “what is a debenture’ 
is the result of a court decision which changed the whole concept of section 1801. 
(See exhibit A.) 

3. Has the code defined a “debenture” or “bond”? 

Not under section 1801, according to the above decision, but the phrase “bonds, 
debentures, or certificates of indebtedness” is used in numerous other sections 
of the Internal Revenue Code, and in each instance Congress has limited the ap- 
plication of the section to those instruments which bear interest coupons or in 
registered form. (See exhibit B.) 

4. Has the Treasury defined a “debenture”? 

“Not under section 1801. (See exhibit C for a Treasury release of July 1948, 
which states the determining factors as to whether a particular note should be 
classified as debenture. ) 

5. Has there been any consistency in the assessments made by the Treasury? 

The answer here is “No,” also. In one case they ruled that a promissory note 
secured by a mortgage is a “note” and not subject to a tax. In another case 
they ruled that a note issued pursuant to a loan agreement containing covenants 
against liens on assets, etc., was a “debenture” and subject to the tax. In an- 
other case a revolving credit arrangement with a bank that was paid out in 3 
months was taxed and refused a refund, and in yet another case the tax was 
refunded. 

6. Have the courts been any help in defining a debenture? 

None whatsoever. (See exhibit D for a résumé of some of the last eight 
decisions. There are still more pending in the district courts.) 

7. Does H. R. 8300 help the situation? 

It does not. 

(a) It does not define a bond or debenture. 

(b) Contrary to all the other sections of the code (see exhibit B), it states 
that for the purposes of imposing the stamp tax under section 4381, a bond or 
debenture need not be in registered form or issued with interest coupons, 

8. Why is Commercial Credit Co. so interested? 

(a) We have been put to considerable expense and time since 1948 involving 
both court decisions and rulings as to whether a particular borrowing is a prom- 
issory note not subject to tax or a “debenture” or similar to a debenture that 
would make it subject to the stamp tax. This expense and uncertainty we would 
like to end and believe that Congress should determine what is taxable. For 
example, if Congress has determined what is a debenture in five separate sec- 


and 


’ 











982 INTERNAL REVENUE CODn OF 1954 


tions of the Tax law it should also in the sixth and not leave that to the admin 
istrative office or the courts as the case may be. 

(b) None of the confusion outlined in the Treasury releases referred to in 
exhibit C and none of the court decisions outlined in exhibit D would be any 
different under section 4381 of H. R. 8300. 


CONCLUSION 


In conclusion, if bonds and debentures are defined and contain identical 
definitions in five other sections of the code, no reason is known why they could 
not be similarly defined under section 4381. 

Section 4381 (a) should be changed to read as follows: 

“(a) CERTIFICATES OF INDEBTEDNESS.—For purposes of the tax imposed by 
sections 4811 and 4831, the term ‘certificates of indebtedness’ means bonds, 
debentures and all other instruments which are issued by a corporation and 
which have interest coupons attached or are in registered form.” 

Dated at Baltimore, Md., the 14th day of April 1954. 

Respectfully submitted, 
COMMERCIAL CREDIT COMPANY, 
By E. L. GrrMes, 
Baecutive Vice President. 


Exuisir A. A Brier History or SECTION 1801—INTERNAL REVENUE CODE 


(a) In 1898, Congress enacted a 5-cent-per-$100 stamp tax on bonds, debentures 
or certificates of indebtedness and a separate 2-cent-per-$100 stamp tax on “any 
promissory notes except bank notes issued for circulation” (30 Stat. 451, 458, 
459). In 1902, the tax on both promissory nutes and bonds, debentures, and 
certificates of indebtedness was repealed (32 Stat. 97). In 1914, the stamp 
tax on promissory notes was reenacted, along with that on “bonds, deben- 
tures or certificates of indebtedness” (38 Stat. 753, 759, 760). 

(b) From the time this tax was first imposed upon bonds, 1898, and until 1917, 
it applied to: 

“Bonds, debentures, or certificates of indebtedness issued after the first 
day of July by any association, company or corporation * * *”, [Italics 
ours. | 

(c) In 1917, the statute was expanded (40 Stat. 319, 321, 323) to include bonds 
issued by individuals as well as those issued by business concerns, and, as a 
consequence, the description in the schedule was changed to: 

“Bonds, debentures or certificates of indebtedness, issued after the first 
day of December, 1917, by any person, corporation, partnership or associa- 
tion * * *.” [Italics ours.] 

(ad) In the Revenue Act of 1918, Congress added the phrase: “* * * issued by 
any corportaion with interest coupons or in registered form, known generally as 
corporate securities.” However, since the instruments covered by the first phrase 
“bonds, debentures, or certificates of indebtedness” were taxable whether issued 
hy individuals, partnerships, or corporations, Congress could not, as it did in 
every other instance, have the phrase “* * * issued by any corporation with 
interest coupons or in registered form, known generally as corporate securities.” 
refer back to or modify “bonds, debentures or certificates of indebtedness,” be- 
cause the second phrase applied only to corporations, whereas the first phrase 
referred not only to the bonds of corporations but also those of individuals and 
partnerships. Accordingly, the description in the schedule was changed to read: 

“* * * all bonds, debentures, or certificates of indebtedness issued by any 
person, and all instruments, however termed, issued by any corporation with 
interest Coupons or in registered form, known generally as corporate securi- 
ties * * +.” 

(e) In 1926, Congress decided to eliminate the tax on bonds issued by indi- 
viduals, and did so in the simplest way possible by merely deleting the word 
“person” and inserting in lieu thereof the word “corporation” (Revenue Act of 
1926, 44 Stat. 99), so that the present statute reads: 

“* * * all bonds, debentures, or certificates of indebtedness, issued by any 
corporation, and all instruments, however termed, issued by any corporation 
with interest coupons or in registered form, known generally as corporate 
securities * * *,” 
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(f) The language last quoted has remained unchanged to the present day, 
and, until G@. M. A. C. vs. Higgins, 161 Fed. 2d 598, 1947 CCA 2, which was 
decided in 1947, the Treasury Department, the courts and the taxpayers inter- 
preted it as imposing the tax only on bonds, debentures, certificates of indebted- 
ness and other instruments, however termed, which are issued by a corporation 
with interest coupons or in registered form, known generally as corporate 
securities. 

ExuHistr B, Derrnirion or “DEBENTURES” APPEARING IN THE 
INTERNAL REVENUE CODE 


Section 23 K 38: “securities” means bonds, debentures, notes, or certificates or 
other evidence of indebtedness issued by any corporation (including those 
issued by a government or political subdivision thereof) with interest coupons 
or in registered form. 

Section 23 K 5: “Bonds, debentures, notes, or certificates or other evidence of 
indebtedness issued with interest coupons or in registered form issued by any 
corporation.” 

Section 117 (f): “bonds, debentures, notes, or certificates, or other evidences 
of indebtedness issued by any corporation (including those issued by a govern- 
ment or political subdivision thereof) with interest coupons or in registered 
form.” 

Section 117 (i): Same as above. 

Section 125 (d): Same as above. 


Exuipit C. Specrat RULING JuLy 14, 1948 (STANDARD FEDERAL TAx REPORTER, 
C. C. H. 1948, Sec. 6223 


“Stamp tax: Issue of corporate securities: Notes.—In determining whether 
particular notes should be classified as debentures, the Bureau will take into 
consideration, inter alia, not only the circumstances under which the notes were 
issued but also the conditions to which they are subject. Included in the con- 
ditions, some or all of which if present, directly or indirectly, will cause the 
notes to be regarded as prima facie coming within the classification of deben- 
tures, are: (1) Provision for Amortization, (2) Requirement of Maintenance of 
a specified minimum capital on the part of the issuer, (3) Impost upon the 
issuer of a limitation upon the creation or assumption of other indebtedness, 
(4) Impost upon the issuer of a prohibition against conveyance of assets, (5) 
Provision for an acceleration of the maturity or prepayment prior to maturity, 
and (6) Requirement that issuer furnish the note holder with copies of annual 
balance sheets or other information of similar character.” 


Exurert DD. Résumé or SoME OF LEGISLATION AROUND WorD “DERENTURE” 


(a) In Commercial Credit Company v. Hofferbert (1950, 93 Fed. Supp. 562, 
U. S. D. C.. Md., aff'd 188 Fed. (2) 574), a $50 million 15-year note issued 
pursuant to a loan agreement to which it referred, the loan agreement containing 
ovenants against liens on assets, etc., was held to be a debenture and not 
a note, and, therefore, subject to said stamp tax. 

(b) In Belden Mfg. Co. v. Jarecki (1951, 192 Fed. (2d) 211, C. C. A. 7), a $1 
million, 5-year note was held to be a note and not a debenture, and, therefore, 
not subject to said stamp tax. 

(c) In Bly & Walker Dry Goods Co. v. U. S. (1952, 107 F. Supp. 298), corpo- 
rate notes in the amounts of $1 million and $6,500,000 were held to be notes 
and not bonds, debentures or corporate securities as defined in section 1801, 
and, accordingly, were held not subject to the tax. 

(d) In Shamrock Oil &€ Gas Co. v. Campbell (1952, 107 F. Supp. 764), a 
$4 million note executed pursuant to an agreement containing various prohibi- 
tive covenants was held to be a note, and not subject to the tax. 

(e) In Atlanta Metallic Casket Co. v. Allen (1952, 197 Fed. 2d 460). a 
$600,000 note executed by a manufacturer in favor of a life-insurance company, 
and secured by a mortgage containing various prohibitive covenants, was held 
to be a note and not subject to the tax. 

(f) In Leslie Salt Co. v. U. S. (1953, 110 F. Supp. 680), long-term promissory 
notes in the amounts of $1 million and $3 million, respectively, exeeuted by a 
manufacturer in favor of an insurance-company lender, pursuant to loan agree- 
ments containing various prohibitive clauses, were held to be notes, and not 
bonds or debentures. 
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(9) In Niles-Bement-Pon Co. v. Fitzpatrick (1953, 112 Fed. Supp. 132), 29 
serial promissory notes aggregating $3,125,000, with maturities spread over 7 
years, were held to be debentures, and so subject to the tax. 

(h) In Gamble-Skogmo, Inc. v. Kelm (19538, 112 Fed. Supp. 872), a $13 million 
note executed by a manufacturer in favor of a life-insurance company pursuant 
to a loan agreement was held to be a debenture, and, therefore, subject to the 
tax. 


(See supplemental statement on p. 1147.) 





D’ANCONA, PFLAUM, Warr & RISKIND, 
Chicago, April 12, 1954, 

Re section 6501 (e) and section 7851 (d) of H. R. 8300 (Internal Revenue Code 

of 1954), passed by the House of Representatives on March 18, 1954. 
SENATE FINANCE COM MITTEE, 

United States Senate, 

Senate Office Building, 
Washington, D. C. 
(Attention: Mrs. Elizabeth B. Springer, clerk.) 

GENTLEMEN: In connection with the proposed enactment of section 6501 (e) 
corresponding to the present section 275 (c) of the Internal Revenue Code, we 
respectfully submit the following : 

Section 6501 (e) (1) (A) proposes to change the 5-year period of limitations 
provided under section 275 (c) to a 6-year period if a taxpayer omits from gross 
income an amount properly includible therein which is in excess of 25 percent 
of the amount of gross income stated in the return. 

Section 6501 (e) (1) (A) in addition to stating the above general rule, in- 
cludes two subparagraphs (i) and (ii) which, respectively, explain what con- 
stitutes “gross income” and what is an “omission” from gross income for the 
purpose of the application of section 6501 (e) (1) (A). 

We believe that these two explanatory subparagraphs (i) and (ii) are pro- 
posed to be included in the new statute in order to put an end by legislative 
fiat to the hardships demonstrated in the interpretation of section 275 (c) as 
contended for by the Internal Revenue Service, and to resolve the disagreement 
evidenced by the case law between the Internal Revenue Service and some of 
the courts as to whether: 

(1) In the case of a business, the term “gross income” should be construed 
as gross receipts and gross sales, or as net receipts and net sales; 

(2) There was an “omission,” where the full receipts were set forth in sched 
ules attached to the return or were otherwise fully disclosed on the return, 
but were not recorded as a particular figure of gross income on a particular line 
on the face of the return. In this last connection, where the taxpayer had 
fully disclosed his gross receipts in schedules or separate statements forming 
part of his return, the injustice of charging him with an omission from gross 
income was all the more palpable since for many years the form of the Federal 
income-tax return requested to be used by the Internal Revenue Service in- 
cluded no particular line on the face of the return captioned “Gross Income.” 

We believe that subparagraphs (i) and (ii) of section 6501 (e) (1) (A), as 
ndopted by the House of Representatives on the strength of the recommendation 
of the Committee on Ways and Means, were proposed to reflect the rule of 
reason announced by cases like Uptegrove Lumber Company v. Commissioner, 
decided by the Court of Appeals for the Third Circuit on June 29, 1953, ruling 
that section 275 (c) referred to understatements of gross receipts and not to an 
overstatement of cost of goods sold and Maurice Van Bergh (18 T. ©. 518 (1952) ) 
holding that a taxpayer setting forth on proper schedules, and thus apprising 
the Internal Revenue Service of, the full amount of income received by him in 
the taxable year was not to be charged with an omission from gross income, 
although taxable income as disclosed on the first page of the return did not 
include the full amount of such gross receipts by reason of the basis of reporting 
tuxable income, adopted by the taxpayer. 

In this respect, the House of Representatives and its Committee on Ways and 
Means are to be commended for eliminating an alleged ambiguity in the law 
and terminating the unfair. technical ‘construction of section 275 (c) asserted 
by the Internal Revenue Service. 

However, the report of the House Committee on Ways and Means accompany- 
ing H. 8. 8300 omitted to make two things clear : 
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(1) That subparagraphs (i) and (ii) do not represent a change in preexisting 
law, but are a mere change in the form of the statute clarifying it in the light 
of its legislative history, its purpose, and intent, and its interpretation by de- 
cisions like those in the two above-cited cases; 

(2) That these explanatory rules of interpretation should accordingly apply 
to all open years. 

May we respectfully suggest, therefore, that in the consideration of section 
6501 (e) (1) (A), the Senate Finance Committee recognize in its explanatory 
statement that subparagraphs (i) and (ii) of section 6501 (e) (1) (A) of 
H. R. 83800 do not represent a change in the law but are a mere clarification of 
preexisting law. 

In addition, there should be added to section 7851 (d) of H. R. 8800 which 
deals with the effective date of the new law in respect of periods of limitation, 
a sentence at the end of paragraph (d) reading substantially as follows: 

“Subparagraphs (i) and (ii) of section G501 (e) (1) (A) shall be deemed 
applicable to all open years.” 

We believe that in the above suggested way the object of the enactment of 
subparagraphs (i) and (ii) will be effectively carried out. It is the obvious pur 
pose of these two subparagraphs to stop an unjust penalization of a taxpayer, 
smnall or large, who, in good faith, has tried to carry out the mandates of the 
complex tax law, by acknowledging that there is no need for the extended period 
of limitations where the Internal Revenue Service and its agents have been 
fully apprised by the taxpayer of his gross receipts, whether or not such re- 
ceipts were stated on a particular line of the return or were stated on schedules 
or accompanying statements. Therefore, Congress in granting relief by eliminat- 
ing ambiguities created by the Government itself, should make that relief ef- 
fective as to all taxpayers, past and present, who have tried in good faith to 
disclose the transactions involved in connection with their annual income-tax 
liability as fully as the form of the income-tax return, prescribed by the 
Government, permitted them to do. 

Very truly yours, 
D’ANCONA, PrLrauM, Wratr & RISKIND, 
By Harry N. WYart 


DRESSER INDUSTRIES, LN« 
Dallas, Tex., April 7, 1954. 
Hon. EvuGene D. MILLIKIN, 
Chairman, Finance Committee of the Senate, 
Senate Office Building, Washington, D. C 

DeArR SENATOR MILLIKIN: We have been reviewing the provisions of H. R. 8300, 
the Revenue Code of 1954. Time has not permitted us to thoroughly review the 
new code, but it is obvious that many changes are being made which either were 
not publicized or were not publicized in sufficient detail to acquaint the tax 
payers with this proposed law. It is somewhat frightening to us to have such an 
important law completely rewritten, and perhaps passed, without adequate 
time for review by the taxpayers of this country. I understand that your com- 
mittee is now starting hearings on this matter. I earnestly suggest that these 
hearings be continued until such time as you are assured that responsible 
organizations and taxpayers have had sufficient time to thoroughly review the 
law and have had an adequate opportunity to be heard 

I do not intend this letter to be critical of the revised code, for, in general, 
I believe that there has been a long-existing need for such a general revision. In 
specific instances, however, changes are being made to existing law which I can- 
not help but feel are unwise. For example, in reading the provisions relating 
to corporate reorganizations, I find that a substantial change has been made, 

As you know, section 112 of the existing law treats as a tax-free reorganization 
any statutory merger or consolidation, and any transaction in which one cor- 
poration acquires substantially all the assets, or 80 percent of all classes of 
stock, of another, in exchange solely for shares of its own voting stock. 

Section 359 of the new code would change this rule by treating the transaction 
as a taxable exchange unless the stockholders of the acquired corporation re- 
ceive at least 25 percent as much stock in the acquiring corporation as the 
old stockholders of the acquiring corporation had before the transaction. 
Putting it another way, the transaction is taxable unless the stockholders of the 
acquired corporation end up with at least 20 percent of the stock in the continu- 
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ing venture. The only exception is where both corporations are “publicly held,” 
as that term is defined. However, as no corporation in which members of 10 
families own as much as 50 percent of the stock is regarded as publicly held, 
the exception applies principally to transactions between corporations both of 
which have their stocks listed on an exchange. 

We are opposed to the insertion of the 25-percent rule, for it would penalize 
the shareholders in smaller corporations. Very often, a company manufacturing 
a particular product finds it desirable from an economic standpoint to become 
integrated with a larger company offering a fuller line of products in order to 
be able to compete with other concerns in the business. Likewise, a company 
operating in a particular locality often finds it economic to become integrated 
with a company manufacturing the same products in a wider area. When such 
transactions are effected through what is now a tax-free transaction, the stock- 
holders of the smaller corporation end up with stock in the continuing enterprise 
and a very real continuity of interest exists. 

The proposed change would, in many cases, compel a shareholder in the smaller 
corporation to sell part of the new stock he receives in order to pay his capital 
gains tax. This would be particularly burdensome in a case where neither 
corporation was widely held, so that there might be no ready market for sale of 
the shares in the continuing corporation. The net effect of the change would be 
to discourage transactions of the type in question—a result which I believe is 
unwarranted, as in most cases there is a sound economic basis for integrations 
of this kind. 

You will note that a distinction has been drawn between corporations which 
are “publicly held” and those which do not meet this definition. Such a distinc- 
tion is without merit. The House committee report seeks to justify the distine- 
tion on the grounds that acquisitions between corporations which are not publicly 
held are sometimes shaped with a view to minimizing the stockholders’ tax. I 
do not believe that this is accurate evaluation of past reorganizations, 

Except for a few minor exceptions, I think you will agree with me that reorgan- 
izations of established independent businesses are based on a genuine business 
purpose. The method of reorganizing is then chosen to minimize the taxes on 
the transaction. Actually, such tax-free transactions are not a means of tax 
avoidance, but merely a deferment of the tax until an economic gain has been 
realized. 

I sincerely hope that your committee will oppose this particular change in the 
reorganization provisions and will permit adequate time for review and discus- 
sion of the substantial changes in the proposed code. 

Very truly yours, 
R. E. Rermer, Vice President. 


(See supplemental letters on p. 1146.) 





MutvaL CHEMICAL Co. OF AMERICA, 
New York, N. Y., April 12, 1954. 
Re H. R. 8300, section 359 
Hon. Everne D. MILLIKIN, 
Senate Office Building, Washington, D. C. 


Dear SENATOR MILLIKIN: I am writing to you as a member of the Senate 
Finance Committee and respectfully call your attention to section 359 of H. R. 
8300, the proposed revision of the Internal Revenue Code. If this section is not 
materially revised before enactment, my associates and I believe that it will 
seriously impede the future development of the business of our company, and 
that it will result in unfair hardship on our stockholders. 

Mutual Chemical Co. of America was incorporated in New Jersey in 1908; 
has plants located at Baltimore, Md., and Jersey City, N. J.; has about 600 em- 
ployees ; and was one of the pioneers in the chemical industry; its origin going 
back over 100 years. 

As the result of gradual dispersion through succeeding generations, the stock 
of the company is now held by 96 stockholders, However, due to the family 
origin of some of these stockholders, the effect of section 359 of H. R. 8300, after 
applying the arbitrary “attribution” provisions of section 311, is to permit 
Mutual to merge, on a tax-exempt basis, with another company provided such 
other company is not more than 4 times as large as Mutual; but to impose capital 
gains taxes on the Mutual stockholders if Mutual merges with, or is acquired 
by, a company more than 4 times as large as Mutual. This result seems to us 
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to be obviously unfair to smaller enterprises, and to discriminate in favor of 
arger enterprises 

Obviously many other companies would be similarly affected, and discouraged 
or prevented from effecting mergers in accordance with what has been a normal 
process of corporate growth and development by which companies adjusted their 
affairs to changing competitive and economic conditions. The proposed limita- 
tions therefore seem arbitrary, unreasonable, and discriminatory ; and we believe 
they would cause damage without any apparent offsetting benefits. 

Mutual is engaged in the manufacture and sale of chromium chemicals It is 
essentially a single-product company, subject to the risks inherent in such a 
business. In addition it is dependent on South Africa for its chrome ore, so that, 
in event of war or political disturbance, it could be cut off from the principal 
source of its raw material. Furthermore, Mutual's chief competitors market 
their chromium chemicais as part of a diversified line of products through their 
own branch offices and warehouses 

For these reasons the management and stockholders of Mutual have concluded 
that it would be advtantageous if the company's operations were associated with 
a larger enterprise which could promote the sale and development of chromium 
chemicals as part of a broad line of chemical products. For Mutual itself to 
expand its operations into other lines would require additional know-how, a large 
increase in trained and experienced personnel, more research facilities, and the 
outlay of a substantial amount of capital, none of which is readily available to it. 

Therefore, we believe Mutual should merge with, or be acquired by, a larger 
company. It is likely that any company meeting the desired specifications would 
be more than four times as large as Mutual. Por the new tax law to refuse to 
permit such a merger on a tax-exempt basis would be a great hardship on the 
stockholders of Mutual. Moreover, it would seem that our stockholders would be 
unjustly discriminated against, since the stockholders of a much larger company 
would be allowed to merge on a tax-free basis under the provisions of H. R. 8300 

Mergers such as the one proposed for Mutual serve a vital purpose in the eco- 
nomic growth of the country. Often it is only by this means that a solution can 
be found to problems of the smaller business enterprises, such as the need for 
diversification of products, wider distributing facilities, broader research base, a 
larger pool from which to select management personnel, and the loss of business 
to larger, more diversified companies. 

However, if there is some controlling reason, not apparent to us, why the 
policy of section 359 and the “attribution” provisions of section 311 should be 
adopted in the new tax law, it would seem only fair that the effective date of the 
new provisions should be postponed at least to January 1, 1955, so as to enable 
companies which have laid plans under the old tax law to get their affairs in 
order before the impact of the changed rules. Such plans may have been months 
or years in the making; and abrupt frustration of them could cause considerable 
hardship, including loss of the heavy expenses already incurred. 

I shall be very grateful to you for your consideration of this problem, which 
I am sure affects not only Mutual Chemical Co. of America, but many other rela- 
tively small enterprises throughout the country. 

Respectfully yours, 
Mutvart Cremicar. Co. or AMERICA. 
GrorGeE A. BENINGTON, President. 





New YorK Horer TraApes Councit, 
ipril 13, 1954. 
Re Tax Bill H. R. 8300. 

We wish to express our opposition to the tax bill H. R. 8800, which continues 
hardship on low-income groups and favors those of high and unearned income. 
We do not approve of a tax cut which benefits only 1 percent of the taxpayers 
of the country. 

Under the proposed bill the burden of taxation would continue to be borne by 
those of little income earned by the sweat of their brows, while corporations and 
investors. who can best bear the burden would be given preferential treatment 
by getting income-tax cuts. 

We ask that the proposal for tax cuts for stockholders and corporations be 
eliminated from the bill, that the various loopholes by which big business escapes 
its great share of taxation also be eliminated from our tax laws, and that the 
personal income tax exemption be raised from $600 to $800, both to relieve low- 
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income workers from their intolerable burdens, and to increase their purchasing 
powers as an aid to economic stability. 

We are making this request in behalf of 35,000 organized hotel workers of this 
city who are our members and whom we represent as sole collective bargaining 
agent. 

The New York Hotel Trades Council, A. F. of L., has had contractual relations 
with the Hotel Association of New York City since 1939. 

Our contract is in effect in 187 hotels in this city, comprising more than 95 
percent of the hotel industry of New York. Our council represents 10 local 
unions belonging to 8 international unions affiliated with the A. F. of L. 

Respectfully submitted. 

New York Horer Trapes Councit, A. F. or L. 
Jay Rustin, President. 
Perer A. Moroney, Secretary. 


RELIABLE FINANCE Co., INc., 
Huntington, W. Va., April 12, 1954. 
Re H. R. 8300, sections 275 and 312 (c) and (d) 


SENATE FINANCE COMMITTEE, 
EvizAnetuH B. SPRINGER, 
Clerk, Senate Office Building, 
Washington, D. C. 

GENTLEMEN: It has just come to my attention that should the above sections 
of the Internal Revenue Code of 1954 be passed by the Senate, the interest on 
corporation notes and bonds would not be allowed as a deductible expense for 
Federal income-tax purpose, if the money should be borrowed from 25 percent 
or more of the corporation common-stock holders. 

Such a law would certainly imnair the onerating ability of many companies, 
inasmuch as they would not be able to get sufficient capital to continue operation, 
if they had to look to outsiders, who would no doubt require more security. 

This would particularly work a hardship on any money-lending institution. 
Other businesses are not to be deprived the benefit of taking advantage for 
income-tax purposes the cost of obtaining their merchandise to sell, so why 
should a loan company not be allowed a similar expense deduction for the cost 
of obtaining the money they loan, regardless of whom, or under what terms 
they obtain the money. 

Neither should a person be discriminated against in being allowed to loan a 
company money just because he owns 25 percent or more of the corporation 
stock. 

This law would be a handicap to the small corporations, and the writer would 
sincerely appreciate your seeing that this section of the above-mentioned bill is 
not passed by your committee. 

Very truly yours, 
KATHRYN A. Moore, 
President and General Manager. 


3ARNES HOsPITAtL, 
St. Louis 10, Mo., April 6, 1954. 

Dear SENATOR HENNINGS: I would like to call your attention to what I con- 
sider to be an unfair provision of section 117 of the new omnibus tax bill, at 
present being considered by the Senate Finance Committee, following passage 
by the House of Representatives. 

Up to the present time, research fellowships, when given without obligation or 
specified duties on the part of the recipient, have been free of income-tax obliga- 
tion. I have been informed that the new law proposes to tax fellowships, if 
the income from them is more than 75 percent of the recipient’s income in the 
previous year. Since such fellowships are usually given to individuals who have 
had little or no income in the previous year, either students or resident physicians 
in training, the new law, in effect, makes all such fellowships taxable. 

For example, at present I am a resident physician at Barnes Hospital in St. 
Louis, earning $50 per month. For next year, I have been awarded a fellowship 
by the National Foundation for Infantile Paralysis, at a stipend of $5,000 per 
year, for.advanced study and research on a subject of my choice in the Depart- 
ment of Internal Medicine at Washington University which, however, does not 
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lead to any specific academic degree. As noted above, such fellowships, which 
are in effect gifts to the recipient by either the Government or charitable founda- 
tions, without obligation to do any specified work, have in the past been tax free; 
however, since the stipend is more than 75 percent of my previous income, it 
will be taxed under the new law. 

Here at Barnes, there are at least six other resident physicians who face the 
same problem next year, and there must be many others elsewhere in the country, 
including graduate students in the arts and sciences, whose income prior to the 
award of their fellowships amounted to little or nothing. 

I hope that you will consider this problem and will give it any attention which 
you feel might be indicated. 

Sincerely yours, 
Georce L. Fiscuer, M. D. 


ASSOCIATED PLYywoop Murits, INe., 
Rugene, Oreg., {pril 8, 1954. 
Hon. Guy Corpon, 
Senator of State of Oregon, 
Senate Office Building, Washington, D. C. 

My Dear SENATOR: We understand that H. R. 8300 (the Revenue Code of 
1954) is now being considered by the Senate Committee on Finance. This bill 
includes two sections (272 and 631) which tend to reduce the effectiveness and 
clarity of the income-tax provisions with respect to gain upon the cutting of 
timber as embodied in section 117 (k) of the present Internal Revenue Code 

Section 117 (k), Internal Revenue Code, was originally created to eliminate 
the inequitable treatment and disadvantages to timber owners under a former 
code. We object very strongly to any change in the provisions of section 117 (k) 
of the present code insofar as timber is concerned. 

We will ask you to use your good influence with the Senate Committee on 
Finance to amend section 631, and eliminate reference to timber in section 272 
of H. R. 8300 so as to restore the language of section 117 (k) of the present code 

Very respectfully, 
WALLACE ©. Grela, Treasurer 


J. Netts LuMBeER Co., 
Portland, Oreg., April 6, 1954. 
Hon. Senator Guy Corpon, 
Senate Office Building, Washington, D. C. 

Dear SENATOR Corpon: The Senate is now or will be soon considering the pro 
posed technical revision of the Internal Revenue Code passed by the House as 
H. R. 8300 on March 18, 1954. 

We call your attention to sections 631 and 272 of H. R. 8300. Section 631 is a 
reenactment of section 117 (k) with one very important change contained in the 
second sentence of 631 (a), which reads as follows: “If such election has been 
made, gain or loss to the taxpayer shall be recognized in an amount equal to the 
difference between the fair-market value of such timber, and the adjusted basis 
for depletion of such timber in the hands of the taxpayer plus the deductions 
disallowed under section 272.” Section 272 is a new section to the code which 
provides “that where the cutting of timber is considered to be a sale or exchange 
of such timber under section 631 (a), no deduction shall be allowed on account 
of certain expenses of the taxpayer incurred in connection with the holding and 
quantity measurement of the timber cut. * * * It is intended that only that 
portion of such expenses allocable to the timber cut will be disallowed as a 
deduction.” 

The effect of the foregoing is to reduce the capital gain arising under section 
631 (a) from the cutting of timber and to increase the amount taxable as ordinary 
income by the amount of the disallowed expenses. 

We believe that this is undesirable for the following reasons: 

(1) Capital gain from the cutting of timber was first enacted as a relief meas 
ure under section 117 (k) (1). The proposals under new sections 631 (a) and 
272 would drastically reduce the amount of such relief at a time when the 
industry is hard put to keep afloat in a period of declining prices and still 
increasing costs, and 
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(2) The enactment of these provisions will create complicated burdensome 
problems of expense allocations and materially widen the area of possible dis- 
agreement as between Treasury Department officials and taxpayers, thereby 
resulting in further unnecessary litigation. 

We thank you for the privilege of writing you in this manner and ask only 
your consideration of this proposed change in the law. 

Yours very truly, 
PAUL NEILS, President. 


Spencer R. Cottins & Co., 
BHugene, Oreg., April 9, 1954. 
Hon. Guy Corpon, 
United States Senate Office Building, 
Washington 25, D. C. 


DEAR Mr. Corpon: Thank you for your letter of March 4, 1954, regarding the 
Internal Revenue Code of 1954. 

There is enclosed herewith a copy of a letter which we have today addressed 
to Mr. Seidman, chairman of the legislative committee of the American Insti- 
tute of Accountants, which is self-explanatory. 

We feel so strongly the injustice and inequity of the section of the proposed 
Internal Revenue Code of 1954 referred to that we most earnestly solicit your 
cooperation in procuring its revision. 

We have here a situtaion in which a taxpayer may be forced into a position 
where he is severely penalized due to circumstances beyond his control, and 
which we think is inherently unjust and in direct contravention of the avowed 
purpose of the enactment of the proposed legislation. 

Thank you for your consideration of the foregoing and the enclosure, I am, 

Cordially yours, 
Spencer R. CoLiins. 





SPENCER R. Cortins & Co., 
CERTIFIED PUBLIC ACCOUNTANTS, 
Eugene, Oreg., April 9, 1954. 
Mr. J. S. SEIDMAN, 
Chairman, Federal Taxation Committee, 
American Institute of Accountants, 
New York, N. Y. 

DEAR Mr. SEIDMAN: At a meeting of the Eugene Chapter of the Oregon Society 
of Certified Public Accountants, held April 6, 1954, at which Messrs. James E. 
Hammond, vice president of the American Institute of Accountants; William 
P. Hutchison, member of the council of the American Institute of Accountants ; 
and Guy R. Neely, president of the Oregon Society of Certified Public Account- 
ants, were present, the writer as chairman of the legislative committee of the 
chapter was unanimously instructed to write you earnestly soliciting the coop- 
eration of your committee in opposing the enactment of section 706 (b) (1) (B) 
of the Internal Revenue Code of 1954, which provides as follows : 


“SEC. 706. TAXABLE YEARS OF PARTNER AND PARTNERSHIP. 
* * aa * * e a 
“(b) ApoPTION OF CALENDAR OR FIscaL YEAR.— 
(1) PARTNERSHIP’S TAXABLE YEAR.—The taxable year of a partnership shall be 
determined as though the partnership were a taxpayer. Except with the 
approval of the Secretary or his delegate— 


* * * * * * * 


“(B) no partnership organized after June 30, 1954, may adopt a taxable 
year other than a calendar year.” 

The objection voiced by the Eugene Chapter to the above quoted subsection 
is basically that the proposed law is directly in contravention of the avowed 
purpose of the revision of the Internal Revenue Code which is stated on page 1 
of the report of the House Committee on Ways and Means to be as follows: 

“* * * In general, the purpose of these changes has been to remove inequities, 
to end harassment of the taxpayer and to reduce tax barriers to future expansion 
of production and employment.” 
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It was the unanimous view of those present at the meeting, including our 
distinguished guests, that it is unsound and unwise to give the Commissioner of 
Internal Revenue full discretionary powers over the right of a new partnership 
to establish a fiscal year of its choice, and that such right should be a taxpayer’s 
as a matter of law as it will continue to be in the case of a corporation. The 
obvious purpose of the new provision being to force all partnerships eventually 
to report on a calendar year basis, it may be assumed that such discretionary 
power will be directed to that end, and this in turn will constitute a major 
eatastrophe to the members of the accounting profession by concentrating in a 
short period a workload which is now spread over the entire year, and place 
individual taxpayers concerned in positions where it is impossible for them 
to break up the year-end workload of their own accounting departments or to 
make accurate estimates of income under section 6015, and subjecting them to 
the penalties set out in section 6654, all beyond their control unless they may 
have been able to have filed estimates based on income of the previous year, 
which latter privilege more often than not has no applicability and may be 
impossible of attainment. 


tracting, lumber manufacturing, wholesale and retail merchandising, and all 
other forms of business activity have no assurance of future earning power and 
are subject to severe income fluctuations from year to year based upon the vari 
ous economic trends and other external influences. Many taxpayers who have in 
their business lives paid millions of dollars of income taXes may tomorrow be 
faced with bankruptcy, or vice versa. The violent income fluctuations in these 
situations are not foreseeable and the only way taxpayers so engaged have of 
making reliable estimates of income for the purposes of sections 6015 and 6654 
is to have partnership income reported on a fiscal year basis which will enable 
their accountants to determine in advance of the close of the calendar year what 
the income will be, within reasonable limits. Any penalty to be exacted should 
take this state of facts into account, be based upon known income factors, and 
not related back to earlier dates during such year when the income factors 
were wholly unknown, as it is proposed to do under section 6654. 

The courts have upheld the proposition that reasonable cause is not a basis 
for a waiver of penalties for underestimation, that Congress intended that 
this penalty be mandatory where an underestimation has occurred. We think 
it would be appropirate to consider this feature also as it affects the foregoing, 
on the theory that taxpayers should be penalized only where the circumstance 
creating the penalty was subject to the control of the person being penalized. 

Under our new partnership rules, a partnership may be continued without 
dissolution, and will be held to continue under certain circumstances, somewhat 
in the same fashion as a corporation continues so long as it has not been dis 
solved. If restrictions are placed upon the adoption of a fiscal year by partner- 
ships generally, this will have the effect of creating a market value in any fiscal 
year partnership, solely on account of the fiscal year which then becomes a 
valuable asset, and will cause taxpayers to resort to the expediency of going 
out in the open market and purchasing partnerships merely to acquire the fiscal 
year had by such partnerships, and resorting to all manner of subterfuges to 
establish them. Any such deplorable situation as this would lead to innumerable 
disputes and trouble which certainly is unjustified. 

It should also be noted that in the House Committee on Ways and Means’ re- 
port in the discussion of section 706, page A225, it is stated that 

“* * * A partnership taxable year shall be determined as though the partner- 
ship were a taxpayer. For example, the partnership must annualize its income 
for a short year caused by a change of its accounting period.” 

It would appear that the Ways and Means Committee did not consider the 
end result of this provision. The distortion and the complexity of a calculation 
involving the annualization of part of a taxpayer’s income may also result in 
harassment and persecution, and we think this provision should also be opposed. 

As will be observed from the foregoing, some of our comments are directed to 
provisions which will enlarge the discretionary powers of the Commissioner of 
Internal Revenue. During the history of income taxation there has been a con 
stant pressure on the part of the United States Treasury Department seeking 
enlargement of its discretionary powers over taxpayers so as to enable it to 
make generally what has been described as “equitable assessments,” but tax- 
payers have seldom been permitted to seek equitable relief and have been con- 
sistently held to the tax consequences of their acts. The capricious abuses of 
discretionary powers on the part of past administrations are a matter of public 
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record, and from the utterances of our President it is clear that the Republican 
Party has pledged itself to curing these evils and to the betterment of the mental 
and physical well-being of the American people. We submit that the sections 
referred to above proposed for enactment in the Internal Revenue Code of 1954 
do not accomplish these purposes, but rather that they will cause an important 
segment of our taxpayers to become embittered and uncooperative to the detri- 
ment of the revenue. 

We have forwarded a copy of this letter to Senator Cordon and it is requested 
that your committee discuss this matter with him also. You will find him 
courteous and understanding of the problems concerned, and he will no doubt 


be able to assist you in arranging a hearing before the Senate committee if you 
wish him to do so. 


Respectfully submitted. 
SPENCER R. COLLINS, 
Chairman, Legislative Committce, Eugene Chapter, 
Oregon Society of Certified Public Accountants. 





DRESSER MANUFACTURING DIvIsIon, 
Dresser INDUSTRIES, INC., 


Bradford, Pa., April 12, 1954. 
Hon. EvGene D. MILLIKIN, 


Chairman, Finance Committee of the Senate, 
Senate Office Building, Washington 25, D. C. 


Dear SENATOR M1InLIKIN: We understand that the Finance Committee of the 
Senate is now starting hearings on the provisions of H. R. 8300, “The Revenue 
Code of 1954.” 

It is our opinion that the general revision of the revenue laws fills a definite 
need and, for the most part, has ben handled well in H. R. 8300. 

Some changes have been made, however, which perhaps should be publicized. 
We earnestly recommend that such changes should not be incorporated into 
law until affected organizations and taxpayers have had a chance to review them 
thoroughly and have had the opportunity for adequate hearings. 

One change which may be unduly punitive is included in section 359 of the 
new code, which requires that after acquisition of one company by another in 
exchange for stock, the stockholders of the purchased company must own at 
least 25 percent as many shares of the purchasing company as were outstanding 
before the exchange of stock, or else the exchange is taxable. This is a sub 
stantial change from section 112 of the existing law which requires that 80 
percent of the stock must be acquired and places no limitation on how many 
shares of the acquiring corporation must be exchanged. 

This new provision penalizes the owners of small companies who find them- 
selves in need of capital to produce and market new products, to buy equip- 
ment to maintain their competitive position or to increase sales. Present tax 
rates make it difficult to accumulate capital from earnings and such companies 
often do not have access to sources of new capital available to larger companies. 
In such cases, the only practical alternative is to unite with a larger company. 

The present code makes it possible to exchange stock tax free with the larger 
company, resulting in a desirable continuity of interest because the stockholders 
have partial ownership in the new company. Of course, taxes will be payable 
whenever they sell any of the stock they have received. 

The purchasing company, if it is large enough to provide the needed capital, 
will very likely have enough stock outstanding to put it outside the 25-percent 
provision in the revised code. In such a case, the sellers may have to sell 
immediately a substantial portion of the stock received to pay taxes on their 
profits. These sales may have to be made in a depressed or inactive market 
and may involve serious loss, as well as affecting the sellers’ continuity of 

interest. 

In this particular case, the revised code appears to penalize unjustly a legiti- 
mate business transaction. For this reason, we respectfully request that the 
Finance Committee of the Senate give full consideration, with proper allow- 


ance for hearings of interested parties, to the proposed changes in H. R. 8300. 
Very truly yours, 


M. H. Newson, Controller. 
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WINTHROP, STIMSON, PurNAM & Ropenrts, 
New York, N. Y., April 12, 1954. 
Hon. Eveene D. MILLIKIN, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D. C. 

DEAR SENATOR MILLIKIN: I will appreciate it very much if you will give careful 
consideration to the plea made in this letter. 

I appeared before the Ways and Means Committee in support of a proposed 
amendment to section 113 (a) (5) of the Internal Revenue Code entitled “Basis 
of Property Included in Decedent’s Gross Estate.” I enclose a printed copy of 
the memorandum which I submitted to the Ways and Means Committee, but with 
some changes in language to make it more clear. 

As shown on page 2 of the memorandum, an estate which I represent properly 
included property transferred in trust on which an estate tax was paid on a value 
of $8,050 per share. However, the trustee’s cost basis for this stock is not the 
estate-tax value but the decedent’s cost which was only $100 per share. A total 
of 50 shares was involved, of which 30 shares had been transferred in trust, and 
20 shares were owned by the decedent at the time of his death. The executors 
have as their cost basis for the stock $8,054 per share, whereas, as above stated, 
the trustee’s cost basis is $100 per share. The result is that no matter how 
desirable or even necessary for the trustees to sell the stock, their doing so would 
result in a combined estate tax and income tax which would obviously be in a 
confiscatory amount. This would be a very great hardship which my amendment 
was intended to relieve. 

Under my proposed amendment as shown in the corrections made on the 
enclosed printed copy, it is urged that the amendment be made applicable and 
effective as to all sales or other disposition of such property made by the trans- 
feree after the enactment of the amendment. It is such sale or other disposition 
of property which causes the incidence of the income tax and, therefore, it would 
not really be retroactive in effect. I respectfully submit that it is only fair that 
where the transferee still holds the property on the date of the enactment of the 
amendment, he should be permitted to use as his cost basis the estate-tax value of 
the property. 

This subject would appear to be intended to be covered in H. R. 8300, section 
1014 (a) (9), which reads as follows: 

“(9) In the case of decedents dying after December 31, 1953, property (other 

than annuities described in sec. 72) acquired from the decedent by reason of 
death, form of ownership, or other conditions, if by reason thereof the property 
is required to be included in determining the value of decedent’s gross estate 
under chapter 11 of subtitle B.”’ 
The language of that subparagraph is not clear to me, as I do not understand 
what is meant by “form of ownership, or other conditions.” Those words may 
be intended to mean ownership acquired by transfer by the decedent before his 
death, but it is not at all clear. 

Also, subparagraph (9) is made effective only with respect to the estates of 
decedents dying after December 31, 1953, and this would not remedy the hard- 
ship arising in a case where the decedent had transferred property before that 
date, even though still held by his transferee and not yet sold at the date of death. 

I respectfully and earnestly urge a change in the proposed amendment either 
in the language proposed in my printed memorandum or in some other language 
which will enable the trustees in such a case as that described in my memorandum 
to use as his cost basis, the estate-tax value, instead of the decedent’s cost, in 
any case where the trustee or other transferee still holds the propery after the 
enactment of the amendment. 

Respectfully yours, 
Percy W. CRANE. 


MEMORANDUM IN Support oF A Proposep AMENDMENT TO Section 113 (a) (5) oF 
THE INTERNAL REVENUE Cope ENTITLED “Basis or Property INcLUDED IN Ds- 
CEDENT’s Gross Estate” 


My name is Percy W. Crane. I am an attorney associated with Winthrop, 
Stimson, Putnam & Roberts, 40 Wall Street, New York City. 

The amendment which I respectfully urge is one which would correct an 
obvious inequity existing under the present law, but which would not materially 
affect revenue. 
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Under the present law where a decedent during his lifetime transferred prop 
erty in trust or otherwise, which is included in his estate tax return as having 
been transferred in contemplation of death or to take effect at or after death, 
the trustee’s cost basis for gain or loss on his sale or transfer of the trust assets, 
is the original cost to the decedent and not the value of the property on which 
the estate tax is paid. Where such original cost is very much lower than thie 
estate tax value, real hardship results. In order to correct this inequity, it is 
proposed to amend section 1183 (a) (5) (relating to adjusted basis of property 
transmitted on death) by adding at the end thereof, the following : 

“If a decedent, prior to his death, transferred property which has not been 

_ sold, exchanged, given, or otherwise disposed of by the transferee prior to the 
decedent's death, then, for the purposes of this paragraph, such property, to the 
extent includible in a decedent’s gross estate pursuant to section 811, shall, after 
such death, be considered to be property ‘acquired by bequest, devise, or In 
heritance, from the decedent. 

“This amendment shall be effective as to all sales or other disposition of such 
property made by the transferee thereof after the enactment hereof.” 

This amendment would enable the trustees of a trust created by a decedent in 
his lifetime and which has been included in his taxable estate, to use as their 
cost basis on a transfer of trust assets, the values on which estate tax has been 
paid, instead of the de ‘edent’s original cost. 

Where such original cost is very much lower than the estate tax value real 
hardship results, There is a current estate which illustrates how inequitably 
the present law works. The decedent, some 25 years ago, organized a corpora 
tion of which he held all the stock consisting of hO shares. His total cost of the 
stock was $5,000 or $100 per share. Shortly prior to his death he transferred 
9) shares of the stock to trustees in trust for his children and retained 20 shares. 
The 30 shares so transferred by the deed of trust were properly included in his 
estate tax return as property transferred in contemplation of death. The re 
maining 20 shares constituted part of the residuary estate which was bequeathed 
in trust to the same trustees for the same children. At the time of the decedent’s 
death the 30 shares which had been transferred in trust were valued for estate 
tax purposes at $241,654, or $8,054 per share, whereas the decedent’s cost of 
that stock was only $3,000, or $100 per share, which, under the present law, would 
be the cost basis to the trustees if they were to sell the stock or liquidate the 
company. Furthermore, the present law would result in the anomalous sifu 
ation in the case referred to that, whereas the testamentary trustees under the 
decedent’s will owning 20 shares of the stock could use the estate tax value as 
their cost basis on a sale, the trustees under the deed of trust owning 30 shares 
of the same stock would be obliged to use the low cost basis of the decedent 
notwithstanding that the trustees in both trusts are the same and the bene- 
ficiaries are the same. 

It is respectfully submitted that such an anomalous situation should not exist, 
and that it is inequitable for the Government to collect an estate tax on the value 
of the stock at the date of death, and not permit that value to be used as the cost 
basis on a future disposition of the stock. 

A case might well arise where the combination of the income tax based on 
the decedent’s low cost and the estate tax based on the high value of the same 
assets at date of death, might nearly, if not entirely, absorb the entire trust. 

It is urged that, if the principle of this amendment appeals to the committee, 
it be made effective as to all sales or other disposition of such property made 
after the enactment of the amendment, and that its effect be not limited to cases 
where the decedent dies after the enactment of the amendment. The taxable 
event which gives rise to income tax does not arise until the trustees sell or dis- 
pose of the trust assets, and it is therefore fitting that the amendment apply 
to any transfers made after the enactment. Unless it should so provide the 
trust to which I have referred would suffer a grevious hardship. Since such 
effective date would apply only to sales or other disposition of the property 
made by the transferee after the enactment of the amendment such effective date 
is not really retroactive and is needed to avoid confiscatory combination of 
estate and income taxes. 

A similar amendment was contained in section 127 of H. R. 4775 introduced 
by Mr. Camp and referred to the Committee on Ways and Means of the House 
of Representatives July 12, 1951. The difference between that amendment and 
the one herewith submitted is that the amendment proposed in H. R. 4775 also 
included property held by the decedent at the time of his death as a joint tenant 
or tenant by the entirety, or an interest in an annuity contract which are omitted 
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in this proposed amendment which is aimed primarily at property transferred by 
the decedent whether outright or in trust, which is includible in the gross 
estate because made either in contemplation of death or to take effect at or after 
death. 
Respectfully submitted 
Percy W. CRANE. 
WINTHROP, STIMSON, PUTNAM & ROBERTS. 


INLAND CONTAINER CoORP., 
Indianapolis 6, Ind., April 5, 1954. 
Senator WILLIAM E., JENNER, 
Senate Office Building, Washington 25, D. C.: 

Reference is made to one of the unpublicized changes which is of little interest 
to the general public but is of vital interest to those who may have devoted their 
lives and invested all of their capital in the building of a small business in which 
the ownership is closely held. 

The provision to which I refer is the proposal that would bar the sale of a 
closely held business for the marketable securities of a listed corporation unless 
the owners of the closely held corporation received at least 25 percent of the 
stock of the listed corporation. The average small closely held corporation is 
seldom large enough to obtain so high a percentage of the listed or buying cor 
poration’s stock. Specifically, this proposal and the selection of 25 percent would 
appear to have no basis of fact or reason. It would appear to be an arbitrary 
action designed for the collection of immediate taxes on the accumulated net 
worth of a small business which exchanges its shares for stock of a larger cor 
poration. In the normal course of events the seller would be subject to a tax 
based upon the accumulated gain between his original cost and the amount 
realized at the time he disposed of the stock received in exchange for the busi 
ness. The proposal as I interpret it would assess a tax on a gain which cannot 
be realized until the assets received for the business are sold as a marketable item 
for cash or the equivalent. 

This provision favors the large corporation as opposed to the small business. 
Under the present law the small business can avail itself of the opportunity of 
affiliating with a larger unit when it reaches the point in its business life when 
it may need assistance in the form of marketing, finance, production, raw 
materials and numerous other reasons which might prompt individuals or small 
businesses to become a part of a larger organization. This is a normal economic 
process which will be restricted by the revision through the mechanics of taxation. 

Other than the apparent intent for immediate revenue we can see no business 
or economic reasoning for this provision and it should be stricken from the bill 
in its entirety. The basis idea in itself is unsound, and beyond that the idea of 
25 percent being established as the breaking point is another indication of the 
unsoundness of the provision. 

Il urge your immediate action to have this provision withdrawn from the bill. 
In the event it should be put to a vote in any way I suggest you vote against it. 
You have always been an exponent of sound taxation and we respect your 
judgment. May we have your further assurance of the elimination of this pro- 
vision from the bill, assuming that you agree with the soundness of the position 
which has been stated. 


Cordially, 
Georce B. Evwiorr. 


Tae Huron MILLING Co. 
Harbor Beach, Mich., April 9, 1954. 
Hon. HoMer FERGUSON, 
Senate Office Building, Washington, D. C. 

Dear SENATOR FERGUSON: This letter will confirm our visit this morning. 

The Huron Milling Co. was incorporated in 1902 and has maintained the same 
corporate identity since that date. The company’s plant is located at Harbor 
Beach, Mich., and employs approximately 600 people and is the only industry 
and means of employment in Harbor Beach and is the largest industrial plant 
north of Port Huron and Saginaw-Bay City. 

The principal products are starches, adhesives, and monosodium glutamate, 
all derivatives of wheat. The company is one of the largest users of wheat 
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flour in industry in the United States, 100 million pounds annually, and prides 
itself on this contribution to the American farmer and agriculture. 

In February of 1954, an opportunity presented itself to increase substantially 
the use of wheat and wheat flour in the manufactures of additional products 
some of which had not heretofore used products of agriculture as a raw material 
This step would involve additional capital, extensive research facilities and a 
much larger marketing and sales organization. 

Accordingly, negotiations were entered into between The Huron Milling Co., 
and a large industrial organization which had the required capital, research and 
sales organization for the acquisition of the Huron Milling Co., by the larger com- 
pany so as to make possible further expansion of the Harbor Beach factory and 
employment and insure the future of the old established company. 

Under current law, one corporation may transfer all of its assets (subject to 
liabilities) to another corporation solely in exchange for voting stock of the 
transferee corporation; and the transferor corporation can then exchange the 
newly acquired stock for its stock in the hands of its stockholders, and both 
such transactions are tax free. 

It was on this basis that the officers and directors of the Huron Milling Co. 
and the larger company undertook to negotiate a statutory merger or consolida- 
tion which under existing law would be tax free and make possible a general 
strengthening and expansion of the Huron Milling Co. which is so important to 
its stockholders, employees, and agriculture. 

Section 359 (c) of the House bill 8300 provides a new rule with respect to 
acquisitions of assets and provides that in the case of other than publicly held 
corporations, such a transaction as above described, is no longer tax free, unless 
immediately after the transaction the shareholders of the transferor corporation 
own more than 25 percent, but not more than 400 percent of the amount of the 
capital stock of the acquiring corporation. In our case which we have pending, 
the shareholders would receive less than 10 percent. 

The proposed law for the first time makes a distinction between publicly held 
corporations and small corporations. Under the proposed bill a company will be 
considered to be publicly owned unless 10 or fewer stockholders own more than 
50 percent of the stock, ownership being determined with the application of the 
family attribution rules (father, children, grandchildren, wife, etc. count as one). 
In the case of the Huron Milling Co. we would not be classed as publicly owned 
because of the foregoing rule and thereby denied the privilege accorded a pub- 
licly held corporation of a tax-free exchange of stock, as we are classed as closely 
held in spite of the fact that the Huron Milling Co, has 229 stockholders, 181 of 
whom own less than 1 percent of the outstanding stock and 56 are employees 
owning 15 percent of the company. We believe this is unfair discrimination 
against a comparatively small company, its 600 employees and 229 stockholders 
offering sole employment to an important area in Michigan and using such a 
substantial amount of wheat flour, a product of American farmers. 

Literally, what this change in the law means is that unless a small company 
receives as much as 25 percent of the capital stock of the acquiring company, 
it may no longer do what other small companies have done for the last 25 years, 
and that is exchange, tax free, its assets for stock of a larger company. 

An examination of the bill indicates that two large corporations may merge 
or consolidate or acquire assets tax free, whereas 1 large one and 1 small one 
may not. This seems to put a premium on being large and to give an advantage 
to largeness over that accorded by the law to smaller companies. 

It is equally important that smaller companies be able to reorganize for sound 
business purposes with larger companies as it is that two larger companies have 
that privilege. The proposed legislation appears harsh, arbitrary and dis- 
criminatory. 

Section 391 of the law as passed by the House provides that the effective 
date of the new bill shall be March 1, 1954. The provisions of the bill are 
bad enough and discriminate against small companies but to make the act 
retroactive simply stops all such business transactions immediately. Many busi- 
ness organizations had on that date entered into negotiations, and in some cases, 
binding agreements which were nontaxable under the provisions of existing law. 
Completion of the transactions after March 1, 1954, under the new law would 

subject them to large and unforeseen taxes. The very instance of such proposed 
revisions on a retroactive basis makes the tax so uncertain and unpredictable that 
business is now of necessity marking time, which is harmful to the country. As 
a general rule such transactions require several months for completion due to 
the necessity of stockholders meeting, printing proxy statements and fulfilling 
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SEC and other requirements. Therefore, while not approving the substance of 
the bill, I would at least plead that such changes as are made in subchapter (c) 
be made applicable only to taxable years commencing after December 31, 1954. 

On behalf of our stockholders and employees we shall appreciate your help 
in this most important matter. The writer is ready and willing to return to 
Washington to discuss this matter with you or whomever you suggest. The 
matter is of extreme importance to the Huron Milling Co. and that part of 
Michigan, as well as agriculture, and we know it must be of extreme importance 
to many other small-business companies similarly situated throughout the United 
States. 
Respectfully submitted. 

Ropsert M. Farr, President. 


AMERICAN MEDICAL ASSOCIATION, 
Chicago, Ill., April 18, 1954. 
Hon. EvGENE D. MILLIKIN, 
Chairman, Senate Finance Committee, 
Washington, D. C. 


DeAR SENATOR MILLIKIN: The American Medical Association would like to 
inform the Senate Committee on Finance of the association's views on one por- 
tion of the tax bill, H. R. 8300, that directly concerns medical practice. Section 
213 (pp. 54-55 of the bill) provides for increasing the amount of medical, dental, 
and related expenses a taxpayer may deduct during the taxable year; this would 
be accomplished by allowing deductions of all amounts over 3 percent of ad- 
justed gross income instead of the present 5 percent. The section also more 
clearly defines “‘medical care.” 

The board of trustees and the committee on legislation of the American Medi- 
eal Association have considered a number of bills introduced in the 81st, 82d, 
and 83d Congresses and designed to bring about a measure of tax relief through 
increased medical expense deductions. In each instance the principle involved 
has been actively supported by the association. 

The association likewise favors the inclusion of prepayment health insurance 
premiums as a part of medical expenses for tax purposes. This provision will 
serve as inducement for more families to join voluntary medical and hospitaliza- 
tion plans, will further encourage the’ improvement of existing health plans 
and will help reduce or eliminate the financial burdens of long and costly illness. 
Most important of all, it will encourage the voluntary approach to the solution 
of health problems rather than promote more dependence on Government. 

The American Medical Association firmly believes that the present structure 
of medical care, with its rapidly expanding system of voluntary health insur- 
ance, will continue to provide the best and most economical care for the Ameri- 
can people. Accordingly, we favor enactment of section 213. 

Yours sincerely, 
Georce F. Luty, M. D., 
Secretary and General Manager. 


ARTHUR M. JENKINS, 
ATTORNEY AT LAW, 
Charlotte 2, N. C., April 13, 1954. 
Re Section 1211 (b) of the proposed Internal Revenue Code of 1954. 


Mrs. EcizABETH SPRINGER, 
Clerk, Senate Finance Committee, 
Senate Office Building, Washington, D. O. 


DEAR Mrs. SPRINGER: I respectfully request permission to express an opinion 
to the Senate Finance Committee relative to the above section which limits to 
$1,000 (or the income of the taxpayer whichever is smaller) the amount which 
an individual taxpayer may deduct by reason of losses from sales of capital 
assets. 

The limitation used to be $2,000. See section 117 (d), Revenue Act of 1934. 

Later no limitation was placed on deduction of long-term capital losses, but 
short-term capital losses were allowed only to the extent of short-term capital 
gains. See section 117 (d) as amended by act of October 21, 1942. 

A loss of $2,000 in 1934 was a very substantial loss. By comparison, a loss 
of $1,000 today is quite small. 
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I believe that the figure appearing in section 1211 (b) of the proposed Internal 
Revenue Code of 1954 should be increased substantially, to $5,000 or more. 

I have no personal interest in the change I propose. I have sustained no 
losses to which the section would apply. But, I have seen many instances of the 
inequity which results from such a restrictive limitation being placed upon the 
dedution of capital losses, and the limitation places a real deterrent upon risk 
capital so necessary to business expansion. A man could be ruined financially 
through investment losses and still obtain only token tax relief by reason thereof 
(provided he lives long enough to claim that token relief). 

Very truly yours, 


Artriur M. JENKINS. 


LAW OFFICES, 
MoNnTGOMERY, MCCRACKEN, WALKER & RHOADS, 


Philadelphia, April 12, 1954. 
Hon. EuGene D. MILLIKIN, 


Chairman, Committee on Finance, 
Senate Office Building, Washington, D. C. 

Dear SENATOR MILLIKIN: We represent the Reading Hotel Corp. which has 
had about $750,000 of second mortgage bonds outstanding since prior to the 
1930 depression years. In the early 1930's, the second mortgage bondholders 
agreed to reduce the interest rate from 6 to 4 percent and to make the lesser 
interest contingent on earnings. The principal indebtedness continued to be 
payable on a fixed maturity date. 

We respectfully suggest revision of section 312 (c) and (d) of the 
H. R. 8300 for the following reasons: 

1. Because the interest is contingent on earnings, the bonds in question are 
arbitrarily classified as “nonparticipating stock” and, if a bondholder owns 
more than 1 percent of the common stock, the entire redemption proceeds (which 
must be paid on the maturity date) will be taxed as dividend income under 
section 302. Apparently, the cost basis of these debentures will simply evapo- 
rate and be neither recovered by the debenture holder nor the subject of a 
deductible loss. 

2. It is possible that the 85 percent transfer tax on the corporate level under 
section 309 may apply to all or a part of the redemption proceeds if, as an 
alternative, dividend treatment is not applied to the bondholder as described 
under point 1 above. 

3. Under section 275 the interest would no longer be deductible even though 
there is clearly an indebtedness which section 168 would recognize for the 
purpose of deductibility of interest. 

We have discussed this matter with the Treasury Department personnel and 
are hopeful that revision will be made which would eliminate the obvious 
inequity of the arbitrary definition of “securities” in section 312 (c). At the 
very minimum, our suggestion is that the term “securities” should inelude 
debentures, even though their interest may be contingent on earnings, if (a) 
they were originally issued as valid indebtedness with a fixed rate of interest, 
aithough such rate may have been later made contingent; (0) the debentures 
were, in fact, issued and outstanding before the effective date of the new law; 

and (c) the debentures are secured by real estate similar to a mortgage security. 
In our opinion, the interest on any of such debentures should be deductible and 
the principal amount should be treated as valid indebtedness. 

If you should so desire, I would be happy to present this matter formally 


before your committee, or informally with the staff of the joint committee. 
Respectfully, 


new 


STEPHEN T. DEAN. 


MorGan, Lewis, & Bocktus, 
CouNSELORS AT Law, 
Philadelphia 9, Pa., April 12, 1954. 
Re Sections 504 (a) (1) and 681 (b) (1), H. R. 83800 
Senator Eueene D. MILLIKIN, 
Senate Office Building, Washington, D. C. 
Dear SENATOR MILLIKIN: I am writing to suggest that paragraph (1) of section 


504 (a) and paragraph (1) of section 681 (b) of the proposed Internal Revenue 
Code of 1954 (H. R. 8300) be eliminated from the bill. 
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The first of these provisions provides for the denial of the exemption provided 
in section 501 (c) (3) for charitable and other organizations in any taxable year 
in which accumulations of income of such year or of any prior year are unreason 
able in amount or duration in order to carry out the purpose or function consti 
tuting the basis for exemption. The second provides in effect that the unlimited 
deduction under section 642 (c) allowed to a trust in respect of income required 
to be permanently set aside for charitable or other exempt purposes shall be 
denied if the amounts so set aside are unreasonable in amount or duration in 
order to carry out the exempt purpose of the trust, and in lieu thereof the dedue 
tion shall be limited to the amount actually paid out, not to exceed 20 percent 
of the trust income. The above proposals are patterned after sections 3814 (1) 
and 162 (g) (4) (A) of the Internal Revenue Code of 1939 

It is submitted that legislation of this character should not be perpetuated 
Not only does the language give rise to extreme difficulties of interpretation and 
administration, but these provisions create a real danger of vast amounts of 
money and property intended for charity being diverted through taxes. It seems 
evident that the only purpose intended to be served by provisions such as these 
is the prevention of tax avoidance, since it is difficult to see why there should 
be a policy against accumulations per se. Sections 504 (a) (2) and (5) and 
681 (a) (2) and (3) are designed to prevent the use of exempt organizations 
for tax avoidance purposes, and they should afford entirely adequate protection 
in this regard. 

It is respectfully urged that paragraph (1) of section 504 (a) and paragraph 
(1) of section 681 (c) of H. R. 83800 should be entirely eliminated from the 
bill. 

Very truly yours, 
Atrrep J. McDowe i 


Srmonorr, Peyser & CITRIN, 
CERTIFIED PUBLIC ACCOUNTANTS, 
Vew York, April 12, 1954 
Re Medical Expense 
Hon. Senator Eugene D. MILLIKIN, 
Senate Office Building, Washington, D. C. 

Srr: I am taking the liberty of enclosing for your consideration, in connection 
with the proposed revision of the revenue code, several editorials, etc., that have 
been published in this city on the subject “Medical Deductions.” 

Respectfully, 
Morris Crrrin 


{The Wall Street Journal, April 3, 1953] 
Editorial 
THe TAX on HEALTH 


Ohio’s Mr. Bolton has introduced into the Congress a bill which, in our view, 
represents a sensible approach by Government to the health needs of the Nation 

What he proposes is to allow deductions from income taxes of all medical and 
dental expenses, as well as costs of membership in voluntary medical insurance 
and hospitalization plans. 

As the law is written now, only those over 65 may deduct all medical expenses 
Below that age those who face heavy health costs may deduct only those medical 
bills in excess of 5 percent of their gross incomes. To say that this is unfair 
selectivity is to say the obvious. Medical costs are not generally arranged on an 
age scale any more than is the common cold. 

Let’s see how the deduction that is allowed works. Suppose a man with a 
family has a gross annual income of $3,500 (the average factory wage in 1952 was 
$3,540). If that man spends on doctors, dentists, medicine, and hospital costs 
a total of $175, he is out of Juck and must pay income taxes on that amount. But 
if he spends a total of $180 for the same purposes—to make his family well or to 
keep them healthy or to prepare for future illnesses—the Government will let him 
deduct $5. But he still pays income tax on the other $'75 he spent for his family’s 
health. 

Mr. Bolton’s bill is appealing for other reasons. It is a part answer to the false 
lures of socialized medicine, and it doesn’t put the Government in the business of 
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issuing pills or listening through stethoscopes. It places before the taxpayer an 
inducement to see the doctor and the dentist while they’ve still got something to 
work on, too, by allowing the deduction. 

As the law is now, the taxpayer actually pays taxes on his efforts to maintain 
or improve his health. Even business gets a better break from the taxwriters 
than this, for businesses can depreciate a building or a new piece of machinery. 

Such a system as this doesn’t make much sense to Mr. Bolton and it’s a safe 
guess that it doesn’t make sense to anyone who knows how it works. We hope 
his bill passes, for it’s time the Government cease taxing the health of the people. 


Depvucring Mepicat ExpeNsEsS—ATTENTION BY CoNGREsSS Is ASKED TO PROBLEM 
or Cost or ILLNESS 


To the Eprror or THe New York TIMEs: 

The Times of September 24 carries a news item headed “Vinson Left $7,163 
But He Owed $6,000.” 

The news items announcing the death of Justice Vinsen called attention to the 
fact that there has been illness in the family for five years. Justice Vinson was 
allowed as a deduction on his income-tax return only a portion of his medical 
bills; since his salary as Chief Justice was $25,500, only that portion of his 
medical expenses above $1,275 was allowed (5 percent of $25,500). 

Taxpayers faced with serious illness have little or no control over the amount 
to be spent; the destitute receive medical and hospital care free at the public 
hospitals. All others are expected to pay in accordance with their means. An 
illness of 3 or 4 months can cost anywhere from $5,000 to $10,000; a prolonged 
illness of 2, 3, or 4 years can wipe out the savings of a lifetime. 

Congress has never faced the fact that taxpayers are treated unfairly in the 
matter of medical deductions—especially where a catastrophic illness is in- 
volved. For 30 years taxpayers were not allowed any deductions for medical 
expenses, although all sorts of other nonbusiness deductions were allowed. Ten 
years ago Congress woke up to the fact that a dedduction should be allowed tax- 
payers for medical expenses, but the amount presently allowable is still inade- 
quate in the case of a prolonged illness. 

At recent hearings before the House Ways and Means Committee various 
partisan groups appeared to plead their special problems—the fur people, the 
tobacco people, the manufacturers of ladies’ handbags, the cosmetic people, and 
so forth. The NAM wants an excise tax at the manufacturers’ level—the retail 
people do not want any sales or excise tax. No testimony appeared in the press 
on behalf of the sick. 

Members of Congress have sidestepped the question of a proper allowance 
for medical expense despite the fact that this is not a partisan issue, but rather 
one that is of vital concern to every member of the community. 


Morris CITRin. 
New York, September 24, 1953. 





DepucTiInG MepIcat ExprenseEs 


To the Eptror or THe New York TIMES: 


As reported in the New York Times of September 1, Mrs. Oveta Culp Hobby, 
Cabinet Secretary of Health, Education, and Welfare, pointed to the financial 
burden of catastrophic illness as “one of the most pressing burdens on the 
average American family.” 

It is unfortunate that our income-tax laws have generally failed to recognize 
this burden. A taxpayer may deduct from his taxable income a number of 
nonbusiness items—in fact, he is given the privilege of writing off certain 
casualty losses over a period of 7 years. But the most serious casualty of all, 
serious illness which may result in partial or permanent impairment of his 
earning ability, will result in all too frequently a tax reduction of a negligible 
nature. 

Let us make a few comparisons: The taxpayer, whose car is being used for 
pleasure purposes, may deduct the full cost for repairs resulting from an accident. 
However, the taxpayer is allowed to deduct a much smaller amount for medical 
bills incurred as a result of that accident. 
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A married taxpayer earning $5,000 a year loses a deduction of $250 for his 
medical expenses, while ceiling on this deduction is $2,500 for self and wife. 
Compare the tax situation of the taxpayer whose medical expenses are far in 
excess of the maximum deduction allowed with that of another taxpayer whose 
loss of stolen jewelry may be deducted in full. Compare the solvency of these 
taxpayers. Whose tax burden should be greater? 

And, to indicate the further unreasonableness of the law, medical costs of 
treating livestock are deductible in full; the human does not fare so well. 

Since the problem of catastrophic financial burden resulting from medical 
costs is so pressing, as Mrs. Hobby pointed out, it would be well for the reader 
to give support to legislation providing for full medical expense deductions, as 
well as permission to offset medical costs against income in several years, as is 
the case with many casualty losses. 

WILLIAM MEYERS. 


New York, September 1, 1953. 


{The New York Journal of Dentistry, October 1952] 
Editorial 
INCOME-TAX DEDUCTION FOR MEDICAL AND DENTAL CARI 


There are certain inequities in our present Federal tax structure which deserve 
the attention of the profession, and perhaps some concerted action to bring these 
inequities to the attention of Congress. I refer to the deductions allowable for 
medical and dental expenses. 

Our concern in this matter is twofold. We are interested in the welfare of our 
patients, and in easing the financial burden of extensive mouth care and dental 
rehabilitation. And we are also deeply concerned as individuals who are par- 
ticularly hard hit by serious or chronic illness or disability. Not only are we 
faced with an abrupt curtailment of income, but in addition, the provisions for 
tax relief are completely inadequate compared to the deduction allowable for 
items such as contributions to charity, or losses from bad debts or theft. A few 
examples will highlight the contrasts involved. 

1, Any sum up to 5 percent of income is not deductible. Thus, an individual 
earning $7,500 and spending $375 for medical costs has no deduction on his tax 
return. If the same individual contributes up to $1,125 to charity, the entire 
sum would be deductible. 

2. A taxpayer can deduct no more than $5,000 for medical expenses provided 
he has three or more dependents. A married man without dependents has a 


maximum deduction of $2,500. A single man is limited to $1,250. In contrast, 
there is no limit on the deduction allowable for a loss from theft. An individual 
with a yearly income of $25,000, who sustains a loss from theft of $25,000, is re- 
quired to pay no tax. The same individual with comparable severe medical 
expenses would pay the tax on at least $20,000 of his income. 

3. According to the law, a taxpayer who sustains a casualty loss can deduct the 
entire amount. If the loss exceeds the income for the current year, the excess 
can be spread over a period of 6 additional years (namely the year prior to the 
one in which the casualty loss occurred and 5 years after). A dentist who is 
incapacitated for a full year and has no income for that period, nevertheless pays 
the full tax for the year prior to his illness as well as for the succeeding years 
when he has resumed practice. His medical deductions for the fiscal year of 
illness become almost meaningless, since he has had no income during that 
period. 

If an individual is riding in a car with his wife and family and an accident 
occurs, he can deduct the full amount of the damage to the car. However, 
moneys spent to rehabilitate the persons injured in the collision are limited as 
described in item 2. 

4. If farm animals are sick, the full cost of medical care for them is deductible 
as a business expense. If a man’s wife is sick, however, the minimum and max- 
imum limits prevail. 

The problem of medical expense is a serious one for all of us. The savings of 
a lifetime can be wiped out by a prolonged illness. We should encourage ac- 
tion to correct the unfair provisions of the present tax laws and to afford addi- 
tional relief to those afflicted with serious, chronic illness or disabilitv. 
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TITLE GUARANTEE AND Trust Co., 
New York, N. Y., April 12, 1954. 
Re H. R. 8300, sections 34 and 246 thereof limiting dividend credits 
Hon. Evucene D. MILLIKIN, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D. C. 

Str: The principal business of this company is title insurance and the majority 
of its income is derived therefrom. As with all title insurers throughout the 
United States, a single premium is charged for the policy. It is not a renew 
able policy with renewal premiums but remains in force so long as the insured 
retains the insurable interest. 

Title insurance is similar to steam-boiler insurance in that risks are carefully 
examined by extensive research into the history of the title of real property 
before the policy is issued. Losses are small in relation to total premium 
because most of the amount thereof is expended in advance to determine insura 
bility. 

Our taxable net income (except for a small unearned portion approximating 
about 4 percent thereof which is deferred for a period of 15 years under provi 
sions of the New York statutes) is computed substantially as is the net income of 
general business corporations. 

We therefore believe and respectfully request that consideration be given to 
revision of the above bill to permit stockholders of title insurance companies to 
receive the benefit of contemplated dividend credits and to allow said companies 
to continue to receive the deduction for dividends received from subsidiary 
corporations which are now afforded them by the present law. 

The amendments to H. R. 8300, sections 34 and 246, proposed by attorneys for 
the California Land Title Association, representing 15 California title-insurance 
companies (copy of which is attached), will remove the discriminatory provisions 
which enactment of the bill in its present form would create. 

Respectfully submitted. 


WriiiAm H. Dreatry, President 


MEMORANDUM Re PROPOSED AMENDMENTS TO Sections 34 (c) (1) AND 246 (A) (1), 


H. R. 83800, ReLative to Divipenps PArp on StTocK OF CALIFORNIA TITLE 
INSURANCE COMPANIES 


1. PROPOSED AMENDMENTS 


It is submitted that the following provisions should be substituted for the 
provisions proposed under H. R. 8800 for the following subsections: 
“SECTION 34. DIVIDENDS RECEIVED BY INDIVIDUALS 
“(e) No Crepir ALLOWED FoR DIviIpENDS FROM CERTAIN CORPORATIONS.—Subsec- 
tion (a) shall not apply to any dividend from 
“(1) an insurance company subject to a tax imposed by subchapter L 
(sec. 801 and following), unless (a) its tax is computed as provided in 
section 11, and ‘b) its net income as computed under subchapter L is not 


substantially different from its net income as computed without reference 
to subchapter L.” 


“SECTION 246. RULES APPLYING TO DEDUCTIONS FOR DIVIDENDS 
RECEIVED 

“(a) Denuction Nor ALLOWED FoR J)IvIprENps FrRoM CERTAIN CORPOR\TIONS.— 

The deductions allowed by sections 248, 244, and 245 shall not apply to any 
dividend from— 

“(1) an insurance company subject to a tax imposed by subchapter L 

(sec. 801 and following), unless (a) its tax is computed as provided in 

section 11 and (b) its net income as computed under subchapter L is not 


substentially different from its net income as computed without reference 
to subchapter L.” 
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Arr TRANSPORT AS*OCTATION OF AMERICA, 
Washington, D. C., April 18, 1954 


Re H. R. 8800, the Internal Revenue Code of 1954 


Mrs. EvizaBetH B. SPRINGER, 
Chief Clerk, Committee on Finance, 
United States Senate, 310 Senate Office Building, 
Washington 25, D.C 


My Dear Mrs. Sprinoer: Referring to our recent telephone conversation 
regarding our desire to testify on the above bill, we are enclosing copy of a 
letter to the Honorable Eugene D. Millikin, chairman of the Senate Committee 
on Finanee, in which we have outlined two suggested amendments to H. R 
8300. Similar copies have been sent to all members of the Finance Committee 
as well as to Mr. Colin F. Stam, Chief of Staff, Joint Committee on Internal 
Revenue Taxation. 

We respectfully request that you have this letter inserted in the printed 
hearings on H. R. 8300 which are now being held before the Senate Committee 
on Finance. 

It is our understanding that the committee’s hearing schedule has been closed 
However, if additional witnesses are heard, we should like very much to testify 
with regard to these two amendments which are of great importance to the 
airline industry. 

Very truly yours, 
S. G. Treton, General Counsel 


APRIL 12, 1954 
Re. H. R. 8800, the Internal Revenue Code revision bill 
Hon, EuGENE D. MILLIKIN, 
Chairman, Senate Committee on Finance, 
Suite 310, Senate Office Building, 
Washinaton, D.C. 


DEAR Mr. CHAIRMAN: The scheduled air lines of the United States, which com 
pose the membership of the Air Transport Association of America, urge the Sen- 
ate Committee on Finance to make two amendments to H. R. 8300. 

We urge the committee to approve a clarifying amendment to section 274, to 
make it clear that this section does not apply to State and municipal public air 
ports. Secondly, we urge the committee to approve an amendment to section 
1261, which imposes the 10 percent transportation tax, to plug a serious loophole 
which now exists in the present law, and to remove the discrimination presently 
existing against travel to Canada, Mexico, Central America, and the Caribbean. 


CLARIFYING AMENDMENT TO SECTION 274 OF H.R. 8390 


While it appears from the press notices and from the report of the Ways and 
Means Committee that it was not the intention of that committee to achieve such 
a result, section 274 might be interpreted to apply to State and municipal public 
airports. 

Section 274 disallows as a tax deduction any amounts paid to a State or munic 
ipality for the use or occupancy of property acquired or improved out of the pro 
ceeds of industrial revenue bonds. Such bonds are defined to mean obligations 
(a) issued to finance the acquisition or improvement of real property to be used 
to any substantial extent by private persons for manufacturing, and (b) which 
do not pledge the full faith and credit of the issuing authority for payment of in 
terest and principal 

Various municipal and State airport authorities are now financing airport im 
provements or construction by means of bonds which are dependent on revenues 
generated at the airport for the payment of interest and principal (and, thus, are 
not backed up by the full faith and credit of the political subdivision). More 
over, airport authorities are more and more endeavoring to attract to their fields 
business concerns, such as aircraft manufacturing companies, which will increase 
the use of and the revenue from the field. This is certainly a commendable goal 
since it relieves the aeronautical users and the taxpaying public of the sole bur- 
den of supporting the field. A good example of a field of the above type is the 
new Kansas City Industrial Airport. 
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However, in cases where a State or municipality desires to finance airport im- 
provements by means of bonds which are dependent on airport revenues, and 
where that governmental body desires to put the airport on a sound financial 
basis by attracting to it aviation business, as for example, an aircraft manufac- 
turing company, it can be argued that section 274 would have the effect of ren- 
dering landing fees and other charges paid by the airlines for the use of the field 
nondeductible for tax purposes. Moreover, it can also be contended that the rent 
paid by the aircraft manufacturing company, or by other companies in the gen 
eral field of aviation, for the use of space in buildings on the field, is nondeduct- 
ible. That the Ways and Means Committee did not intend such a result is sup- 
ported by the following sentence of its report: 

“Obligations issued for the acquisition or improvement of real property used 
principally for recognized governmental purposes shall not be considered indus- 
trial development revenue bonds even though a minor portion of the property may 
be availed of for manufacturing purposes incidental to the primary activity for 
which the entire property is used” (p. A69, H. Rept. No. 1337). 

However, a zealous tax collector might argue that, based on court decisions 
relative to tort liability, an airport is not “used principally for recognized govern- 
mental purposes.” A question might also be raised as to whether a building of 
substantial size on the airport for aircraft manufacturing purposes is a “minor 
portion” of the airport, and whether it is being used for a purpose “incidental to 
the primary activity” for which the field was built. 

Because of possible points of contention like the foregoing, we urge that the sec- 
tion be clarified so that it will be clear that it does not apply to public airports of 
States and municipalities. This can be done by the insertion in section 274 (b) 
(1), after the phrase “real property,” of the words “, except public airports,”. 
We urge the committee to approve this clarifying amendment. 


AMENDMENT TO SECTION 4261 OF H. R. 8300, TO PLUG TAX LOOPHOLE AND REMOVE 
DISCRIMINATION 


Section 4261 of the bill imposes the tax on the transportation of p:'r-ons. 
Under this section as presently drawn, and under the present law (code sec. 
8469 (a)), when the transportation is purchased outside the United States, 
the tax applies only to trips which begin and end in the United States. This 
permits a person to avoid the tax simply by purchasing his ticket in a border 
city in Canada or Mexico, and by beginning his trip from that point. For 
example, suppose a resident of Detroit desires to make a round trip, by air, 
between Detroit and San Francisco. He purchases his ticket across the bridge 
in Windsor, and also purchases connecting transportation by Greyhound bus 
or train from Windsor to Detroit. This makes the trip one that does not begin 
and end in the United States and, therefore, one which is nontaxable, even 
though it is actually a domestic trip. 

Due to the widespread practice which has grown up of buying transportation 
in border cities in Canada and Mexico, the Bureau is losing a substantial amount 
of tax revenue each year. Moreover, this practice is diverting sales from ticket 
offices of the airlines and the railroads in the United States to travel agents 
in Canada and Mexico and thus is costing the carriers hundreds of thousands 
of dollars in commissions each year. 

We urge that the committee plug this loophole by amending section 4261 to 
make domestic transportation taxable regardless of where purchased, and by 
defining “domestic transportation” to include transportation which begins or 
ends in the United States or at so-called border cities in Canada or Mexico. 
The elimination of this tax evasion would yield, we believe, an additional tax 
of approximately $1 million annually. 

Under section 4261 of the bill (and sec. 3469 (a) of the code) transportation 
purchased in the United States to Canada, Mexico, Central America, or the 
Caribbean is completely taxable. On the other hand, transportation to Europe, 
South America, and the Far East is nontaxable, except on the portion of the 
trip which lies within the United States, Canada, and Mexico. There is no 
logie to this concept. There can be no defense for a tax which discriminates 
against travelers to Mexico, Canada, Central America, and the Caribbean, and 
in favor of travelers to European, South American and far-eastern countries. 
They should all be treated alike. 

Nor is there any sense in the discrimination which results under the bill 
(and the present law) against American-flag carriers, and in favor of foreign 
carriers. For example, the New York-Caracas, Venezuela, route is served by 
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d LAV, the Venezuelan national airline, and by the combined sérvices of Fastern 

Airlines and Pan American Airways. On the LAV service the passenger is 

tax free. On the Eastern-Pan American service he must pay tax on the New 

York-Miami segment. 

We urge the committee to remove these discriminations by making the trans- 

' portation tax apply only to domestic transportation regardless of where 
purchased. 

Our studies, based upon estimates made by the Treasury Department, indicate 
that restricting the tax to domestic transportation only would result in a loss 
of transportation-tax revenues of approximately $11 million per year. Taking 
into account the increase in such revenues which would result from plugging 
the so-called border loophole, the estimated net revenue loss from the amend- 
ment we are proposing would be approximately $10 million per vear. 

There is attached hereto a suggested amendment to section 4261 which would 
plug the border loophole and remove the tax discriminations referred to above. 
It would have the effect of making domestic transportation, as defined in the 
amendment, taxable regardless of where purchased and would limit application 
of the tax to such transportation. It makes no other change in existing law. 

We urge the committee to approve this amendment. 

Yours very truly, 
S. G. Treton, General Counsel. 


Amend subsections (a) and (b) of section 4261 of H. R. 8800 to read as follows 
(with an appropriate relettering of the remaining subsections) : 

“SEC. 4261. IMPOSITION OF TAX. 

“(a) Amounts Paid Within or Without The United States.—There is hereby 
imposed upon the amount paid within or without the United States for the 
domestic transportation of persons by rail, motor vehicle, water, or air a tax 
equal to 10 per centum of the amount so paid. As used in this subsection the 
term ‘domestic transportation’ means— 

“(1) transportation which begins and ends in the United States, no part 
of which is outside the United States, Canada, or Mexico: and 

“(2) transportation which begins or ends in the United States and, 
respectively, ends or begins at a point in Canada or Mexico 25 miles or less 
from the border between that country and the United States. 

“The term ‘domestic transportation’ does not mean 

“(1) one-way or round-trip transportation, other than transportation 
included in clause (2) of the preceding sentence, between a point within 
the United States and a point outside of the United States; 

“(2) transportation, otherwise taxable under clauses (1) or (2) of the 
preceding sentence, which is covered by a separate ticket or order but which 
is part of transportation from or to a point outside the United States, where 
it is definitely established, pursuant to regulations prescribed by the Com- 
missioner, at the time payment for the transportation is made that the 
several portions of the trip are being purchased for use in conjunction with 
each other.” 

Notre.—The above amendment renders unnecessary section 4262 (a) of H. R. 
8300, which exempts from the transportation tax certain international travel. 
Consequently a technical amendment to section 4262 is needed which would 
delete subsection (a) of that section and appropriately reletter the remaining 
subsections. 





THe WABASH EMPLOYEES’ Hosprtat ASSOCIATION, 
Decatur, Ill., March 80, 1954. 
To All Members, House Committee on Ways and Means. 
To All Members, Senate Committee on Finance. 

Dear Strs: We have noticed in press release by the Ways and Means Com- 
mittee of the United States House of Representatives on the generai revenue 
revision bill for 1954 that— 

; “The Commitee on Ways and Means adopted a provision designed to end the 
confusion as to the tax status of meals and lodging furnished an employee by 
his employer, it being stated under the committee provision these meals and 
lodging are to be excluded from the employee’s income when (a) they are fur- 
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nished at the place of employment, and (6) the employee is required to accept 
them to hold his job.” 

Conditions are such in most hospitals that it is difficult to release employees 
to eat lunch, for instance, as they are required in the hospital to serve the 
patients. 

Also it is difficult to keep track of lunch served to employees. It varies from 
day to day. Most employees are married and eat with their families for the 
most part, other than possibly lunch. There are also several who are required 
tu be available 24 hours a day. These vary also, some alternating days or 
weeks, as the case may be, all requiring considerable record and bookwork. 

We should like to urge the members of these two committees and also all 
other Members of the House and Senate to adopt this provision. 

Yours very truly, 
W. E. GoLuinas, Superintendent 


RUSSELLVILLE-LOGAN COUNTY CHAMBER OF COMMERCE, 
Russellville, Ay., April 5, 1954 
Hon. JoHN SHFRMAN COOPER, 
United States, Senate, 
Senate Office Building, Washinaton, D.C. 

Dear SENATOR: For almost 2 years our chamber of commerce and our cit) 
officials have been negotiating with a leading manufacturer of air-conditioning 
units in Minneapolis, Minn., with the view of establishing a plant in Russellville 
which would employ up to 500 persons. 

We had proposed to finace this building and a part of the machinery under 
the Kentucky law (KK. R. 8., 1948, sec. 1038.200-108.280) which permitted cities 
to issue revenue bonds which would be retired over a period of years by rent 
paid by the industry. Our first difficulty came late in 1952 as a result of a reso 
lution adopted by the Investment Bankers Association which amounted to a 
boycott for this type of financing. However, last October we started dealing 
with a southern financial institution and had devised means of financing this 
project. 

Last week a committee, composed of our city attorney, Mr. Granville Clark, 
the chairman of our industrial committee, Mr. B. M. Stuart, and myself met 
with the officials of the industry and the prospective purchasers of our bonds, 
in Minneapolis, confident that we were about to consummate this million-dollar 
deal, Much to our surprise, during the second day of our negotiations there, 
the attorney for the industry informed us that he had just been advised by an 
associate in Washington that the new Internal Revenue Code (H. R. 8300), 
which had already been passed by the House, would prohibit industries from de- 
ducting rent &s an expense on Federal income-tax returns if such rent was paid 
to a municipality for the lease of real-estate property acquired through revenue 
bonds. This would have the effect of denying our people the benefits of the 
factory. 

We understand that this bill has now been referred to the Senate Finance 
Committee for their consideration. It appears to us that this section 274 of 
H. R. 8300 is nothing more than a means for defeating the financing plans that 
several of our Southern States had devised for luring industry. Our Common 
wealth already has several new plants in operation employing many people, 
which were financed by these revenue bonds and has the potential for many more 
including our own, the boycott of the Investment Bankers Association notwith 
standing. 

We respectfully urge that you give this matter your careful consideration 
in the light of its immediate effect upon the people of Kentucky. 

We wish to express our appreciation for your efforts, which resulted in the 
restoration of a part of our tobacco acreage reduction, and in other matters 
on which we have from time to time asked your assistance. 

With kindest regards and the personal hopes of the writer we will be able to 
address these communications to the same addressee for many years to come. 

Sincerely, ' 
Eart V. Davis, President. 


P. S.—Our city attorney, Mr. J. Granville Clark, is also contacting Senator 
Earl C. Clements in regard to this subject. 
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DEPARTMENT OF STATE, 
Washington, April 10, 1954. 
Hon. Eveene DoNALD MILLIKIN, 
United States Senate. 

My Dear SENATOR MILisKIN: The attention of the Senate Finance Committee 
is invited to certain difficulties related to Federal income-tax matters that have 
heen eneountered by the Department of State in carrying out the international 
educational exchange program authorized by section 382 (b) (2) of the Surplus 
Property Act of 1944, as amended (Public Law 584, 79th Cong., 2d sess.). 

Public Law 584 amended the Surplus Property Act of 1944 by authorizing the 
Secretary of State to dispose of surplus property located outside the United 
States for, among other things, foreign currencies and credits. It further author 
izes the Secretary of State to enter into agreements with foreign governments 
for the use of such foreign currencies and credits for the purpose of providing, 
by the formation of foundations or otherwise, for the financing of studies, re- 
search, instruction, and other educational activities of or for American citizens 
in schools and institutions of higher learning located in foreign countries. The 
act provides further for the appointment, by the President, of a Board of Foreign 
Scholarships to supervise the program and to select grantees and educational 
institutions to participate in the program. 

Pursuant to the legislation, binational foundations have been established by 
international agreements in 28 countries for the purpose of making payments to 
persons participating in the exchange program and to otherwise administer the 
program in such countries. These foundations are considered by the Treasury 
Department to be agencie. of the United States Government for Federal income- 
tax purposes. As a result, grants made in foreign currencies to American pro- 
fessors, teachers, and lecturers, as well as salaries paid by the foundations to 
American employees abroad, are held to be taxable by the United States for any 
services rendered abroad in return for such grants or salaries. Taxes so imposed 
are payable in United States dollars. Since the foreign currencies are available 
for the program by virtue of the inability of the foreign country to pay dollars 
for the surplus property received, payments to grantees and employees are not 
considered convertible into dollars for payment of income tax or other obliga- 
tions. 

The difficulties encountered by American grantees, as well as employees of 
the binational foundations, in meeting Federal income-tax obligations pose a 
major problem in the administration of the educational exchange program. The 
effect is to restrict the Board of Foreign Scholarships in its endeavor to select 
the best qualified Americans to represent our country as professors, teachers, and 
lecturers in schools and institutions of higher education abroad. Oftentimes an 
almost intolerable financial burden is placed on those who do participate in the 
program as they must draw on dollar resources to meet tax obligations imposed 
on the foreign currencies received. 

The Department of State and the Board of Foreign Scholarships are gravely 
concerned over this aspect of the program. Both the Department and the Board 
appreciate the objectives of our revenue statutes and support the administration 
of the statutes in such a way as to realize maximum revenue. On the other hand, 
the Department is concerned continuously with the accomplishment of our for- 
eign policy objectives through such means as the exchange of persons for the 
improvement of international relations. At present there is a point at which 
the two seem to conflict. 

It is believed that the problem could be solved by permitting American partici- 
pants in the educational exchange program to meet their income-tax obligations 
by payment in foreign currency of taxes imposed on such currencies received by 
them. The taxpayer would be discharging his obligation to the Government and 
the Government could use the foreign currency in financing the educational ex- 
change and other Government programs abroad. 

The Department concurs in the suggestion of the Board of Foreign Scholar- 
ships that provision be made by appropriate means for acceptance of foreign 
currency in payment of income tax obligations imposed on grants and salaries 
paid in such currency under the Fulbright amendment to the Surplus Property 
Act of 1944. The Department respectfully requests the Senate Finance Commit- 
tee to take this problem into account in its consideration of H. R. 8300. 

A somewhat related problem exists in connection with a limited number of 
foreign nationals brought to this country under various Government programs. 
Appropriated funds are used for payment of transportation and minimum ex- 








1008 INTERNAL REVENUE CODE OF 1954 


penses for such persons while they are in this country. No payments are made 
however, for support of their families or for other of their expenses in the 
home country. In some instances their employers or former employers contribute 
to the official programs by making limited payments in foreign currency for such 
expenses of the families while the individuals are in this country. Such foreign 
currency payments are considered for Federal income-tax purposes as “income 
from sources within the United States” and therefore taxable in United States 
dollars. The adverse effect of this tax on the goodwill the Government seeks to 
promote is usually completely out of proportion to the amount of tax collected. 
It is hoped that here, too, the Congress will provide a solution. The problem is 
especially acute in the foreign-trainee program of the Foreign Operations Ad 
ministration. 

The Department will be glad to furnish any additional information which the 
committee may desire in considering these problems. 

Because of the urgency, this matter has not been cleared with the Bureau of 
the Budget, to which agency copies of this letter are being submitted today. 

Sincerely yours, 
TurustTon B. Morton, Assistant Secretary 
(For the Secretary of State). 


SPRINGFIELD, OH10, April 9, 1954. 
Senator EvGene MILLIKIN, 


Senate Office Building, Washington, D. 0. 


My Dear Senator: I am writing you at the suggestion of our mutual friend, 
Congressman Clarence J. Brown. I had written to Congressman Brown relative 
to the problem of a small but very stable corporation employing around 125 
people, which I represent. As so often happens, these smaller corporations are 
located in fairly closely built-up sections of cities, and very often they are sur- 
rounded by not too desirable residential properties. This is the situation of our 
corporation. The corporation desires to expand and secure options from the 
owners of five residential properties. All of these properties were owned by the 
families living in them, and of course these families do not care to sell except 
for such a price as will enable them to secure more desirable residential prop- 
erties elsewhere. We can readily understand their position and our company 
has, under its option, agreed to pay a price for each of these residences far in 
excess of the normal value thereof. 

It was the thought of the president of the corporation that after acquiring 
the properties he could fix a fair value for the land and a fair value for the build- 
ings and that he could thereafter tear down the buildings and charge off the fair 
value thereof as a loss. However, before exercising his options he sought my 
advice and I was forced to inform him that he could not follow this procedure 
under regulation 118, paragraph 39.23 (e) 2, which reads as follows: 

“Voluntary removal of buildings—Loss due to the voluntary removal or 
demolition of old buildings, the scrapping of old machinery, equipment, etc., inci- 
dent to renewals and replacements is deductible from gross income. When a tax- 
payer buys real estate upon which is located a building, which he proceeds to 
raze with a view to erecting thereon another building, it will be considered that 
the taxpayer has sustained no deductible loss by reason of the demolition of the 
old building, and no deductible expense on account of the cost of such removal, 
the value of the real estate, exclusive of old improvements, being presumably 
equal to the purchase price of the land and building plus the cost of removing the 
useless building.” 

Since the value of the land will be considered as the cost of the land plus the 
buildings, he feels that the price is so exorbitant that he must give up his idea 
of expanding. 

Since this is the second time within a year that such a situation has come to 
my notice, it has occurred to me that perhaps there are many hundreds of indus- 
tries, large and small, which are faced with the same problem. It appears to me 
that the present regulation is somewhat shortsighted in that if the razing or 
removal of the buildings were allowed as an expense and the fair value thereof 
considered as a loss, there would be perhaps many new additions and enlarge- 
ments to present industries, which would result in increased employment, which 
produces taxes, and that even those whose properties are purchased would nor- 
mally pay capital gains taxes, since properties of this sort are usually sold at a 
premium, and in addition thereto those who sell their properties would normally 
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buy or build elsewhere, which, in turn, would stimulate business resulting in 
taxes. 

It is to be noted that the present section allows a loss due to the voluntary 
removal or demolition of old buildings incident to renewals and replacements if 
these old buildings are on property already owned by the corporation, but does 
not allow the same treatment for the same sort of thing if the corporation pur- 
chases land and buildings for expansion. It would seem that there is a very good 
argument for allowing the same treatment to be had in the latter situation, par- 
ticularly in view of the stimulation such a provision would give to business, with 
peneficial results to everyone concerned, including the Government even in the 
limited field of taxation. Over the long pull it would seem that the Government 
would benefit in taxes to a greater extent if the regulation were changed as 
herein suggested than it does under the present regulation. 

I know that the present administration is making a sincere effort to revamp 
our tax structure so as to be beneficial to everyone concerned but without too 
much loss in taxes, and it is my thought that your committee may wish to give 
consideration to changing the present regulation 118 so as to allow the removal 
or razing of buildings on land purchased for purposes of expansion to be charged 
as an expense and the fair value thereof to be charged off as a loss. 

I know that the effect of many of these regulations cannot be known except as 
their effect is known to the committee through the experience of those who are 
affected thereby and so I am taking this opportunity to bring this matter to your 
attention with the thought that the commitee may find that the same has merit. 


Sincerely yours, 
KENNetTH L. Rus. 


Great LAKES CARBON CORP., 
New York 17, N. Y., April 1, 1954. 
Hon. EvGENE MILLIKIN, 
United States Senate, Washington, D. C. 

Dear SENATOR MILLIKIN: I am enclosing a copy of a memorandum which sets 
forth the facts concerning the acquisition by Great Lakes Carbon Corp. and 
Capital Co. of the stock of Palos Verdes Corp., the inequitable results produced by 
the effect of H. R. 8300 on this transaction, and some suggested changes in the 
new law, which changes would correct the unfair results. 

You requested a copy of this memorandum in your conversation yesterday with 
Mr. George Skakel, chairman of the Board of Great Lakes Carbon Corp. 

Very truly yours, 
RicHarp McAVoy, 
Vice President and General Counsel. 


CorPorRATE LIQUIDATIONS UNDER H. R. 8300 


On December 30, 1953, Great Lakes Carbon Corp. and the Capital Co. purchased 
for approximately $8 million all of the capital stock of Palos Verdes Corp., a real- 
estate corporation whose principal assets consist of approximately 6,800 acres of 
land on the Palos Verdes Peninsula, Los Angeles, Calif. 

Great Lakes is engaged in the business of mining diatomaceous earth and proe- 
essing it for industrial filter aids. 

The 6,800 acres include a substantial deposit of diatomaceous earth located near 
Great Lakes’ plant at Palos Verdes. The corporation made efforts to purchase the 
deposit from Palos Verdes Corp., but the stockholders refused to sell. They did, 
however, agree to sell all of the stock in the corporation, which was done so that 
the deposit could be acquired. 

Capital was brought into the transaction because of its real-estate experience 
and the desire of Great Lakes to dispose of all of the real estate, other than the 
diatomaceous earth deposit, as promptly as possible. It was proposed to dissolve 
Palos Verdes Corp. and liquidate it in a taxable liquidation under the provisions 
of the Internal Revenue Code now in effect. This would mean that the share- 
holder corporations would surrender their stock and receive the assets at their 
fair market value, which would presumably equal the price paid for the stock, 
$8 million. 

The provisions of sections 331 through 336 and section 391 of H. R. 8300. how- 
ever, not oniy defeat this proposed plan but burden the shareholders with a 
tremendous financial loss. 
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Palos Verdes Corp. has a very low tax basis for the 6,800 acres of real estate 
(about $1,000,000) which were acquired many years ago. This real estate con 
stitutes “appreciated inventory” under the provisions of H. R. 8300 (sec. 336 (e) ) 
and, therefore, the shareholder corporations will be required to take over the 
same $1,000,000 basis as their tax basis for the real estate upon liquidation. 
Furthermore, the real estate remains “inventory” until sold. Thus, if the share- 
holders were then to sell the real estate for the same sum which they paid for the 
stock, to wit, $8,000,000, they nevertheless would be taxed on the $7,000,000 
“profit” at the 52 percent tax rate—-which would actually constitute a tax levy 
on their capital investment in the stock. 

This harsh and inequitable result is attributable solely to the proposed law, 
which, by its terms, is made applicable to all such distributions made pursuant to 
a plan of liquidation adopted after March 1, 1954 (sec. 391 (a) (1)), and which 
deprives Great Lakes and Capital of the basis to which they were entitled under 
the law in effect in December 1953 when the purchase of the stock was consum- 
mated and upon which law they relied when they entered into the transaction. 

The purpose of these particular sections of the new law is to discourage the 
formation of “collapsible corporations” which are formed for the manufacture 
of property and are then immediately liquidated to provide the stockholders 
with a capital gains tax on the inventory distributed rather than a tax to the 
corporation at the ordinary 52 percent corporate tax rate. This purpose is 
commendable but the law can, and should, be so composed that it will not de- 
prive a bona fide business taxpayer of a tax-free return of its captial. This 
can be accomplished by change in the proposed law in either one of two ways: 

1. Section 391 (a) (1) can be amended by changing the effective date “March 
1, 1954” to “thirty days after enactment of this Act,’. 

This amendment will exclude from the new provisions any distribution made 
under a plan of liquidation adopted within 30 days after enactment of the law. 
Such an amendment would also prevent the incongruous and unintended result 
that would ensue where stock in a “collapsible corporation” was sold in 1953 
and the corporation liquidated after March 1, 1954. In such a case the original 
shareholders would be obliged to pay tax on the gain realized at ordinary income 
tax rates under section 117 (m) whereas the purchasers would also be obliged 
to pay the same taxes when they disposed of the assets under the provisions of 
the proposed law, thus producing a double tax upon the same “profit.” 

2. Section 336 (d) (1) and (2) can be amended by adding thereto the follow- 
ing: “except property held for more than three years.” ‘This amendment will 
assure for the shareholder a basis for the assets commensurate with his capital 
investment in the stock. Furthermore, such an amendment is consonant with the 
provisions of section 117 (m) (3) (C) (the “collapsible corporation” section of the 
present Internal Revenue Code) which except from the application of such sec- 
tion gain realized by the shareholder upon his stock in the collapsible corpora- 
tion after the expiration of 3 years. 

As indicated at the beginning of this memorandum, the proposed law as 
presently worded would destroy the solvency of a taxpayer by the exaction of 
a large tax on a statutorily computed profit where no profit in fact exists. 
Changing the effective date of the law is the most direct way of relieving present 
shareholders from this unintended hardship; the amendment, however, of sec- 
tion 386 (d) (1) and (2) will produce the same immediate relief and will also 
prevent the exaction of such an overwhelmng penalty in the future. 


NEw YorK, N. Y., April 14, 1954. 
Hon. Evaene D. MILLIKIN, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D. C. 


Dear SENATOR MILLIKIN: We are writing in the interest of certain of our 
corporate clients having outstanding issues of nonparticipating (preferred) 
stock which would be affected by section 309 of H. R. 8300 to urge the elimina- 
tion of subsection (c) thereof which gives retroactive effect to this section. 

Section 309 imposes a tax at the corporate level of 85 percent on amounts 
distributed after the date of enactment of the act in certain redemptions of 
nonparticipating stock within 10 years from the date of its issuance. The avowed 
purpose of this provision, as stated at page 36 of the report of the Committee on 
Ways and Means to accompany H. R. 8300, is to eliminate the use of the “pre- 
ferred stock bailout” by closely held corporations. 
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While the 85 percent tax is made applicable only with respect to amounts dis- 
tributed after the date of enactment of the act (sec. 391 (a) (2)), retroactive 
effect is nevertheless given to section 309 by the provision of subsection (c) that 
“nonparticipating stock shall be deemed issued on the date of issuance of such 
stock or January 1, 1954, whichever date is later.” Consequently, a nonpartici 
pating stock issued say 25 years ago with retirements still being made under a 
sinking fund provision could be subject to the operation of section 309 for the 
next 10 years. While the tax is aimed primarily at family or closely held cor 
porations, it will include all corporations, even those whose stock is widely or 
publicly held. Furthermore, section 309 will apply retroactively to all such 
prior issues even though there was not any intention either at the time of 
issuance or redemption to distribute corporate earnings. 

In view of the severe and drastic penalty imposed upon the corporation by 
section 309 it is submitted that the tax should not in any case be applied upon 
the redemption of nonparticipating stock, issued prior to the date of enactment 
of the act, at a time when the corporation had no knowledge that subsequent 
redemptions might subject it to substantial tax burdens. 

In the event that section 309 should be made applicable to the redemption of 
stock issued prior to the date of its enactment, it is then urged that the 10-year 
holding period should run from the actual date of issuance where the stock 
was issued prior to the date of enactment and not from the actual date of issu 
ance or January 1, 1954, whichever is later, as is now provided. There would 
seem to be no reason why nonparticipating stock issued after January 1, 1954, 
with full knowledge of the provisions of section 309, can be redeemed after 10 
years free from the 85 percent transfer tax, whereas similar stock issued in 
1944 would actually have to be held for 20 years from the date of issuance in 
order to gain immunity from the tax. 

Respectfully, 
BREED, ABsort & MorGAn. 


STANDARD Ort Co. (INDIANA), 
Chicago, Ill,, March 31, 1954. 
Hon. Eveene D. MILIIKIN, 
United States Senate, Washington, D. OC. 

Dear SENATOR MILLIKIN: My attention has been directed to certain provisions 
of the proposed 1954 Internal Revenue Code (H. R. 8300) which, it seems to me, 
will prevent many corporate reorganizations which have bona fide business 
purposes. Some of the problems arising under subehapter C which deal with 
such corporate adjustments are discussed in the attached memorandum dated 
March 29, 1954. 

I invite your attention particularly to the advisability of deferring the 
effective date of the act to at least 60 days after its enactment. This, I believe, 
is necessary to avoid dealing unfairly with taxpayers who have undertaken 
reorganization and financing programs in reliance on present laws. It seems 
to me, also, that there is a serious defect in the underlying policy in sub- 
chapter C. Whether there is a corporate business purpose or a shareholder 
purpose for a reorganization cannot be determined by application of the arbi- 
trary rules proposed in the bill. 

I hope you will exert every effort to have the bill changed in the particulars 
set out in the attached memorandum. 

Very truly yours, 
A. W. PEAKE. 


MEMORANDUM—H. R. 8300 


The 1954 Internal Revenue Code undoubtedly represents many months of work 
by the tax staffs of the Treasury, and the Congress, as well as members of the 
Ways and Means Committee. They are all to be congratulated upon this tremen- 
dous effort. It would seem inevitable, however, in view of the nature and 
magnitude of the task that further modification of some provisions may be 
required to achieve the desired objectives which, it is understood, include the 
removal of inequities, reduction of restraints on economic growth, creation of 
jobs, closing of loopholes, and simplification of the tax laws. 

This memorandum is concerned with the effect on these objectives of sub- 
chapter C, corporate distributions and adiustments, of chapter 1 of subtitle A, 
and more particularly with: (1) Hardships anticipated because of the retro- 
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active application of subchapter C, and (2) problems arising out of the proposed 
classification of corporations into publicly held and nonpublicly held corporations. 

1. The effective date of subchapter C is March 1, 1954. The effective date 
should, in any event, be deferred until a reasonable time (60 days) after the 
enactment of H. R. 8300. 

Corporate adjustments, whether between small or large corporations, are 
usually the result of extended negotiations running over a period of months 
and sometimes years. Many such adjustments have, no doubt, been agreed 
upon or are in process, all in reliance upon laws now in effect. Obviously, tax- 
payers so involved should not be penalized by retroactive application of the 
revised statutes. 

In this connection, it should be noted also that the whole structure of the law 
is to be changed. Corporate reorganizations which fall within the express terms 
of the old statutes and which have received judicial approval will be denied 
tax exemption under the bill, as now drawn. This was not within the reasonable 
anticipation of taxpayers, nor was any advance notice given. 

It may well be questioned whether it is necessary or even advisable to throw 
aside reorganization procedures which have been confirmed and established 
by judicial construction in favor of a completely new approach to reorganiza- 
tion problems. This much, however, seems quite certain—that if H. R. 8300 
is to be made effective March 1, 1954, it will necessarily require that proposed 
corporate adjustments, refinancing, etc., be held in abeyance pending enactment 
of the law. It is believed this will unnecessarily restrain business transactions. 

The situation above discussed may be corrected—we believe—if H. R. 8300 is 
made effective a reasonable time (say 60 days) after enactment into law. Cor- 
porate adjustments, reorganizations, ete., could then go forward in reliance on 
laws now in effect and without any adverse effect upon the revenues. 

2. The fundamental policy defect in subchapter C consists of the adoption of 
artificial and arbitrary classifications for the purpose of determining whether 
a stockholder or a corporate business purpose will be served by a reorganization, 

It appears from the House committee report that the committee was con- 
cerned about the use of reorganization procedures by closely held corporations 
for the purpose of getting tax benefits for shareholders, rather than to promote 
the business purposes of the corporations. To guard against such practices 
(which it is noted the committee does not state categorically exist), it is 
proposed to adopt several arbitrary rules. 

First. It is proposed to classify corporations into 2 groups: (1) Publicly 
held corporations, and (2) nonpublicly held corporations. The nonpublicly held 
group includes those corporations in which 10 or fewer shareholders own 50 
percent or more of the stock. A more than 50 percent owned subsidiary would 
fall in this group, although it obviously is quite different from a family closely 
held corporation. All other corporations are publicly held corporations. 

Second. It is proposed to establish an arbitrary size limitation on reorganiza- 
tions. By this device, corporations falling within the range of specified sizes 
will automatically be regarded as qualifying for tax deferment, whereas those 
without the size limitation will be regarded as serving a stockholder purpose 
and tax deferment denied. 

It is submitted that the proposed policy is not only unsound, but that the 
procedures proposed to make it effective will seriously restrict corporate 
reorganizations which have bona fide business purposes, rather than stock- 
holder purposes. 

Let us now examine the reasons assigned by the committee for classifying 
corporations in this manner. 

In the report of the House Ways and Means Committee on H. R. 8300, an 
attempt is made to justify classification of corporations on the following basis: 

“Publicly held corporations usually have a corporate existence separate from 
that of their shareholders and as a result do not merge or consolidate with a 
view to the tax advantages which might result therefrom at the stockholder 
level. There is ample evidence, however, that closely held corporations may 
undertake these transactions solely in the hope of distributing earnings to share- 
holders at capital gains rates. Accordingly, your committee’s bill makes a 
distinction in the requirements applicable to the determination of whether gain 
or loss shall be recognized between transactions involving only publicly held 
corporations on the one hand and closely held corporations on the other. The 
relatively unrestrictive requirement of existing law that there be merely a 
statutory merger or consolidation in order to preclude recognition of gain or 
loss is in substance retained for transactions involving only publicly held 
corporations.” 
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It appears from the foregoing that a certain class of corporations involved 
in reorganizations are to be classified as suspect taxwise without regard to the 
purposes which prompted the corporations to reorganize. This classification 
is apparently to be made because it is assumed that shareholders of nonpublicly 
held corporations own nonmarketable stocks which, through a merger or other 
reorganization, may be converted into marketable stocks. Such marketable 
stocks may then be sold and the profits taxed at capital gain rates. 

Reorganization procedures, it will be recalled, only provide for the deferment 
and not the avoidance of tax. They have been approved heretofore as desir- 
able corporate adjustments, irrespective of the marketability of the stocks or 
securities involved. Moreover, the stocks or securities of parties to reorganiza- 
tions may be marketable and the equivalent of cash, whether the corporations 
involved are publicly held or nonpublicly held. As indicated, whether the stocks 
or securities received in a corporate reorganization are the equivalent of cash 
or lacking in marketability has never been and should not now be decisive in 
determining whether the tax should be deferred. If this were the controlling 
factor, substantially all corporate reorganizations would constitute taxable 
transactions. A policy which so drastically restricts corporate reorganizations 
is obviously unsound. In any event, it is apparent that the absence or presence 
of a marketable stock or security in corporate reorganizations affords no reason- 
able or reliable basis for determining whether a corporate or shareholder pur- 
pose will be served and, hence, no sound basis for the proposed classification of 
corporations. 

(a) More than 50 percent owned subsidiaries should, in any event, be elim- 
inated from the nonpublicly held group. 

A more than 50 percent owned subsidiary is a nonpublicly held corporation 
under the proposed statutory classification. Such corporations—as a class— 
are generally quite different from family or closely held corporations. The 
remaining shares of a more than 50 percent owned subsidiary might well be 
publicly held and, in the broadest sense, highly marketable. Moreover, it will 
be recalled that a subsidiary may distribute its earnings and profits to its parent 
at an effective tax rate of 7.8 percent to the parent. Quite clearly, the parent 
(being in control of the subsidiary) would not permit a corporate readjustment 
(such as is discussed in the committee excerpt, supra) for the purpose of acquir- 
ing marketable stock so that it could get the higher capital gain tax rates upon 
profits realized upon the sale thereof. Such corporations would not gain the 
indicated advantage under reorganization proceedures and obviously would not 
adopt them for the purposes expressed in the committee report. It follows 
that if there is merit in the proposed classification, it is quite clear that a more 
than 50 percent owned subsidiary should not be included in the so-called non- 
publicly help group. Particularly should this be true where the parent corpora- 
tion is, in fact, a publicly held corporation. Reorganizations involving a more 
than 50 percent owned subsidiary would necessarily seem to involve a corporate 
business purpose, rather than a shareholder purpose. 

3. The attempt to regulate or control corporate reorganizations by fixing the 
size of a corporation with which a nonpublicly held corporation may merge or 
reorganize is wholly arbitrary, serves no useful revenue purpose and will dis- 
criminate against smaller corporations. The size limitation should be eliminated. 

Under the terms of sections 359 (c) and (b) of H. R. 83800, a nonpublicly 
held corporation may reorganize only with a corporation (nonpublicly held or 
publicly held) at least one-fourth its size and not greater than 4 times its size. 
The size limitation is, of course, arbitrary. It quite clearly does not serve 
revenue purposes. Certainly, the objectives sought (disallowance of capital-gain 
treatment on earnings and profits of a nonpublicly held corporation) will not be 
served by the size limitations. The shares of a small publicly held corporation 
with which a nonpublicly held corporation may reorganize might be just as 
marketable as the shares of a large publicly held corporation. Marketability, 
or cash equivalency, is not necessarily related to the size of corporations. 

The arbitrary nature of the size limitation is apparent from a consideration of 
the following schedule. It should be kept in mind that all publicly held corpo- 
rations, whether large or small, may merge with any other publicly held corpo- 
ration, large or small. A nonpublicly held corporation of the size indicated in 
the first column below may only reorganize with a corporation of the size within 
the range indicated on the same line in the second and third columns. It follows 
that the practical effect of the limitation will be to deprive shareholders of 
smaller corporations (which are usually nonpublicly held) of reorganization pro- 
cedures which are available to larger corporations. 
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Value of nonpublicly he! 
publicly held corporatk 


Value of nonpublicly held corporation with which corporation 
the first column may reor 
ganize 

(1) $59,000 $12,500 to $200,000 

(2) $290,000 $50,000 to $800,000. 

(3) $800,000 | $200,000 to $3,200,000 

(4) $3,200,000 | $800.000 to $12,800,000. 

(5) $12,800,000 $3,200,000 to $51,200,000 

(6) $51,200,000 $12,800,000 to $256,000,000 

7) $256,000,000 $51,200,000 to $1,024,000,000 
(8) $1,024,000,000. . $2.56,000,000 to $4,096,000,000 





It is certainly far from apparent why it is presumed that a corporate business 
purpose will be served by a merger of a $50,000 nonpublicly held corporatior 
with a nonpublicly held or publicly held corporation within the size range of 
$12,500 to $200,000, but that only a shareholder purpose will be served where a 
$50,000 corporation undertakes to reorganize with a corporation of a size less 
than $12,500 or greater than $200,000. 

The arbitrary nature of the size limitation and the publicly held classification 
becomes more apparent when it is realized that 2 publicly held corporations of 
the size indicated in brackets (7) and (8) above may merge tax-free, but if the 
smaller corporation is a more than 50-percent-owned subsidiary of the larger 
and therefore classified as nonpublicly held, then the transaction becomes taxable 

In effect, the bill establishes a conclusive presumption that a corporate reo 
ganization beyond the size limitation is for shareholder, and not corporate pur 
poses. Under such a ruling, a reorganization having unquestioned corporate 
business purposes (but exceeding the size limitation) would nevertheless con 
stitute a taxable transaction. It is submitted that whether a shareholder or 
corporate business purpose will be served by reorganization should be determined 
in the light of the particular facts in each case and not under such arbitrary and 
inflexible rules. 

4. The capital gain provisions are, in any event, available to shareholders of 
nonpublicly held corporations, 

It should be recalled that justification for the classification of corporations 
and the use of size limitations in regulating reorganizations rests upon the as 
sumption that shareholders of smaller corporations (through mergers with 
larger publicly held corporations) may receive a marketable security which 
they will then sell. The profits so realized, it is assumed, will reflect earnings 
and profits of the smaller corporations, with the result that they may be taxed 
at capital-gain rates. 

The right to use capital-gain treatment has been and will continue to be avail 
able to shareholders of nonpublicly held corporations. Thus, shareholders of 
such corporations may, of course, sell their shares and receive capital-cain 
treatment. This, they may also do by liquidating such corporations and selling 
their assets, Furthermore, under the specific terms of the proposed bill, if a 
shareholder of a small corporation exchanges his stock for the stock of a large 
publicly held corporation, he will be entitled to capital-gain treatment upon the 
profits realized. 

5. Additional illustrations of the arbitrary and inflexible nature of the pro 
posed procedures. 

A publiely held corporation, whether large or small, may reorganize tax free 
with anv other publicly held corporation without regard to size limitations if a 
statutory merger or consolidation procedure is used. Within the size limita 
tions. other practical procedures—the equivalent of section 112 (b) (38) and 
section 112 (b) (4) of the present Internal Revenne Code—are also available 
Beyond the size limitations, such practical procedures are not available. The 
practical effect of this is only to require such corporations to use statutory 
mervers or consolidations. No reason is anparent why thev should not also 
be permitted to use the practical reorganization procedures which are available 
to eornorations within the size limitations. 

The shareholder purpose, rather than the corporate purpose, is difficult to 
determine where the nonnublicly held corporation transfers down into a smaller 
nonpublicly held corporation or transfers up into a larger nonpublicly held 
corporation. The reasoning is also impossible to follow where a publicly held 
corporation transfers its assets outside the allowable size limitations to a larger 
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or smaller nonpublicly held corporation. There is, in such circumstances, no 
‘eontrol group” in the transferor to which a shareholder purpose, rather than 
a corporate purpose, can be attributed. Notwithstanding this, such transactions 
are taxable under the bill. 


LAW OFFICES, 
NAYLOR AND LASSAGNE, 
San Francisco, Calif., April 18, 1954. 
The Honorable KuGENE G. MILLIKIN, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D. C. 


My Dear SENATOR MILLIKIN: I would like to have the privilege of placing in 
the record of the hearings of the Senate Finance Committee on the tax revi- 
sion bill H. R. 8800 a statement of my personal views in regard to section 1235 
of that bill dealing with the treatment of capital gains and losses occurring in 
connection With the sale of patents by an inventor. 

In order that your committee may appraise my qualifications to address you 
on this subject, I would like to say that while I have practiced patent law for 
over 20 years, I have at the same time had substantial experience with the tax 
laws as they relate to the treatment of capital gains and losses arising out of the 
sale of patents by inventors. I was patent counsel to Mr. Harold 'T. Avery at 
the date of the well-known Avery case (47 B. T. A. 538) which originated the 
present distinction between amateur and professional inventors recognized as 
“arbitrary and confusing” by the House report on the present bill. Since that 
time the tax aspects of patents have been a matter of great concern to me, and 
in addition to appearing in the Tax Court in behalf of other clients, I was for 
2 years chairman of a special committee of the patent section of the American 
Bar Association concerned with such matters. I do not, however, wish my 
views to be interpreted as necessarily reflecting the position of any such com- 
mittee or of the association on these matters, and state my connection therewith 
only for the purpose of advising you of the extent of my experience in this field. 

I am opposed to section 1235 of H. R. 5300 because, contrary to the import 
of the House report and the detailed discussion of the bill supplied by the Bureau 
of Internal Revenue, it would effectively eliminate the opportunity of an inventor 
to sectire capital gains treatment for the proceeds of the sale of an invention and 
place every inventor in a position less favorable than he enjoys under existing 
law. 

It accomplishes this manifestly undesirable result primarily by reason of its 
inclusion of the provision that gain from the sale or exchange of a patent or 
application shall be deemed gained from the sale or exchange of a capital asset 
“if and only if” the entire proceeds thereof are received by the seller within a 
period of 5 years from the date of the sale or exchange. In order to make clear 
to you why this 5-year limitation will necessarily have the effect of totally 
depriving inventors of an opportunity for capital-gain treatment, it is necessary 
to know the nature of the usual transaction in which a manufacturer purchases 
a patent right. 

No appraisal of the value of a patent right is possible in the absence of actual 
commercial experience with the manufacture and sale of the thing patented. 
No manufacturer will obligate himself to pay a large fixed sum for a patent right 
in the absence of such commercial experience. No inventor would be adequately 
compensated by payment to him of a sum as small as a manufacturer would be 
willing to pay in the absence of such commercial experience. It is for these 
reasons that sales of patent rights on commercially untried inventions are con- 
ventionally made on an “indeterminate price” basis; the price paid the inventor 
being a percentage of the sums received by the manufacturer from sales of 
devices embodying the invention. Gains from sales of this type have been held 
to be capital gains by the Tax Court in the Myers case (6 T. C. 258) in which 
the Bureau of Internal Revenue first acquiesced and 4 years later withdrew its 
ucquiescence. 

The 17-year term of a United States patent (the term varies from 14 to 18 
years in other countries) has been fixed by Congress as a reasonable period for 
an inventor to acquire a financial gain commensurate with the benefit his inven- 
tion confers upon the public. Congress has thus recognized that a shorter term 
would not afford an incentive to inventors, particularly in the case of really 
important inventions. This is because for 5 years or even 10 years after com- 
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mercialization of an invention begins, manufacturing costs are higher, and sales 
are smaller and more costly to make than they are after the invention has been 
popularized and mass production undertaken. The early years of commercial- 
ization of an invention do not afford any substantial gain either to the inventor 
or the manufacturer of a new invention. 

In view of these plain facts of life, already recognized by Congress in setting 
a 17-year term for patents, the “5-year” limitation of the present bill effectively 
deprives all inventors of all opportunity for capital gains treatment of the 
proceeds of sales of their inventions. It thus is of no moment that it abolishes 
the distinction between “amateur” and “professional” inventors. 

I therefore respectfully submit that unless section 1235 of H. R. 8300 is revised 
to eliminate the “5-year” limitation, inventors would be very much better off 
under existing law than under the provision in question. 

Very truly yours, 
THEODORE H. LASSAGNE. 





LEGISLATIVE COMMITTEE, PATENT LAw ASSOCIATION OF Los ANGELES, 
April 13, 1954. 
Hon. Evcene D. MILLIKIN, 
Chairman, Senate Finance Committee, 
Senate Office Building, Washington, D. C. 


Dear SENATOR MILLIKIN: The legislative committee of the Patent Law Asso 
ciation of Los Angeles, at a meeting on March 29, 1954, gave careful consideration 
to the provisions of section 1235 of H. R. 8300. This section relates to treatment 
of gain from the sale or exchange of patents by an inventor. 

The report of the House Committee on Ways and Means states, among other 
matters, that the purpose for enacting this legislation is as follows: 

“Under existing law, only amateur as distinct from professional inventors can 
obtain capital gain treatment; and, to make this distinction, it has become 
necessary to determine whether sufficient prior inventions exist to warrant p!ac 
ing the taxpayer in the business of selling inventions to customers, a require- 
ment that has in many instances caused confusion and litigation. To obviate 
this difficulty in the case of gain, and to provide a larger incentive to all in- 
ventors to contribute to the welfare of the Nation, this section is applicable 
equally to all inventors, whether amateur or professional, regardless how often 
they sell their patents.” (House Rept. 1337, p. A280.) 

It is the opinion of our committee that the above statement of purpose does not 
properly reflect the conditions existing among inventors insofar as the income 
tax law is concerned. We also believe the above statement presents an errone- 
ous interpretation of this new section which would accomplish results seriously 
detrimental to the best interests of the country because, in fact, it would de- 
crease, rather than increase, incentive to inventors. 

The report states that making a distinction between the professional and 
amateur inventor has, in many cases, caused confusion and litigation. How 
ever, an examination of the reported cases will reveal that there are many more 
cases involving the question of whether or not there is a sale of the patent, than 
cases involving whether or not the inventor is in the trade or business of selling 
inventions. 

The proposed law would eliminate all possibility of capital gain to any 
inventor when sales proceeds are received as a percentage of sales of products 
manufactured under the patent, if such payments continue for a term longer 
than 5 years. Asa practical matter, it is the opinion of the legislative committee 
of this association that such agreements are, Almost without exception, made for 
the life of the patent, or a term much longer than 5 years. Any other provision 
would be unrealistic and not in accordance with common business practices. 

It is a matter of common experience that it may take longer than 5 years to 
engineer and place in full production a new invention. In advance of wide- 
spread sales it is impossible to accurately forecast revenues from a patent so 
that a cash sale price or a sale price based on earnings over the first 5 years 
is ordinarily comparatively low. The inventor has greater prospects of a larger 
return only if he can share the early risks as well as the later profits. Accord- 
ingly he wants to have his income spread over a long term extending beyond the 
initial years when net earnings are generally low. It is almost universally true 
that the later years of a patent are its most profitable ones and therefore it is 
the justifiable aim of every inventor to share in the revenue during that profitable 
time by receiving his income over the full life of the patent. 
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The arbitrary limitation to a 5-year period would operate in practice to make 
all income to inventors from patent licensing or sales agreements ordinary 
income rather than capital gain, regardless of whether the transaction results 
in a sale, or whether the patent would otherwise be a capital asset in the hands 
of the inventor. Thus, it would actually discriminate against inventors by 
placing them in a less favorable position than other owners of patent rights, 
with respect to treatment of gains from the sale or exchange of a patent or 
patent application. Such a provision certainly cannot be helpful to inventors, 
and is more unfavorable to inventors than the present laws. Nor can it help 
but be detrimental to the best interests of the country because of the decreased 
incentive to inventors. 

After due consideration of these matters, the legislative committee of the 
Patent Law Association unanimousiy adopted a resolution, as follows: 

“Be it resolved, That the enactment of section 1235, contrary to its announced 
purposes, would substantially decrease incentive to inventors in making and 
disposing of inventions and, as a result thereof, a great detriment would be done 
to the best interests of the country: be it further 

“Resolved, That, in our opinion, the statement of the purposes set forth in 
the report of the House Committee on Ways and Means is misleading and does 
not properly reflect existing conditions ; be it further 

“Resolved, That the arbitrary limitation of the section to proceeds received 
under an agreement for a term not longer than 5 years represents a new prin 
ciple inconsistent with equitable principles; be it further 

“Resolved, That the provisions of section 1235 should be eliminated entirely 
from any revenue bill adopted by the Congress of the United States, so that gain 
from the sale or exchange of patents would continue to be treated as is appro- 
priate under other provisions of the law relating to sale or other disposition 
\f property ; and be it further 

“Resolved, That, if it is deemed necessary to enact some specific provision 
with respect to gain from the sale or exchange of patents, the heading of section 
1235 and subsection (a) thereof should be amended to read substantially as 
follows: 

‘ ‘SEC. 1235. SALE OR EXCHANGE OF PATENTS. 

“*(a) GeNERAL.—Gain from the sale or exchange of property consisting of a 
patent or application therefor, or an undivided interest therein which includes 
a part of all rights in such patent or application shall be deemed gain from the 
sale or exchange of a capital asset if, and only if, the entire proceeds of such 
sale or exchange are received by the seller during the life of the application 
and/or patent. For purposes of this section, any proceeds due and payable 
within such period which are received thereafter solely by reason of failure of 
the purchaser (or any successor in interest of such purchaser) to fulfill a con- 
tractual obligation shall be deemed to have been received within such period.’ ” 

Respectfully submitted. 

ALFRED W. KNiGcut, Chairman 





DEDUCTIBILITY OF INTEREST ON SUBORDINATED Bonps UNDER THE PROPOSED INTERNAL 
REVENUE Cope oF 1954 (H. R. 8800)—Preparep sy JoHN E. Pererson or THE 
Iowa Bar, Des Mornes, Iowa 


INTEREST DEDUCTIONS BARRED ON CERTAIN SUBORDINATED BONDS 


The proposed Internal Revenue Code of 1954 (H. R. 8300) as passed by the 
House on March 18 provides that interest on corporate notes and bonds is not 
deductible for income-tax purposes if the obligations are held by persons who 
together own (directly or indirectly) 25 percent or more of the corporation’s com- 
mon stock and the obligation is subordinated to claims of other creditors. The 
corporation would be denied an interest deduction because of the subordination. 
See sections 275 and 312 (c) and (d) of H. R. 8300. (Copy of these sections is 
attached.) (See p. 8.) 


AFFECTS SMALL CORPORATIONS 


This provision will work a real hardship on many small corporations which are 
owned by a small group of persons such as family-owned corporations whose 
stockholders must lend money to their firms under subordination agreements in 
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order to enable the company to borrow money and obtain lines of credit from 
banks and other lenders who are not stockholders. 


EFFECT OF SUBORDINATION 


The position of a subordinated noteholder is comparable to that of a second 
mortgageholder except that the obligation generally is not secured by a lien on 
any property of the issuer. The person who invests in subordinated notes agrees 
that his obligations will be junior in right to the superior indebtedness and 
that his obligation will not be paid until the superior debt has been retired. 

The law relating to corporate finance has long recognized the fact that certain 
creditors may have a preference over other creditors in order to induce those 
who want a superior position to extend credit to the company. 

In financial circles, the holder of a subordinated obligation is always regarded 
as a creditor and not a stockholder so long as the obligation has all the attributes 
of an indebtedness ; namely, (1) a fixed maturity date; (2) a promise to pay a 
sum certain in money on that date; (3) a definite obligor; (4) a definite obligee. 


Dividends paid on capital stock are not a deductible expense whereas interest 
paid on indebtedness is deductible. 


OWNERSHIP NOT PROPER TEST OF DEDUCTIBILITY 


The question of whether a corporate security issued to an investor is to be 
¢lassified as a stock or an indebtedness should depend on whether the instrument 
has all the attributes of stock or debt. In practically ali cases of subordinated 
obligations, it is not difficult to determine whether the instrument in fact creates 
a debtor-creditor relationship or a stockholder relationship. 

If the instrument has all the characteristics of a debt, then interest paid 
thereon should be allowed as a deductible expense even though it is subordi- 
nated, regardless of whether the noteholder owns more or less than 25 percent of 
the common stock of the issuer. Allowance of an interest deduction should not 
depend upon whether the holder of the note is also a stockholder, but, rather, on 
the question of whether the instrument is, in fact, a debt. 

Let us assume that a corporation has two identical subordinated notes out- 
standing which contain all the characteristics of a debt. One note is held by a 
nonstockholder and the other by a person who owns 25 


25 percent or more of the 
corporation’s common stock, This provision of H. R. 8300 would allow an interest 


deduction for the interest paid on the note held by the nonstockholder but 
would disallow the interest paid on the other note merely because it was held 
by a person who owns a certain amount of stock in the company. In this case, 
it must be conceded that the obligation is a debt; otherwise the interest paid 
to the nonstockholder would not be deductible. But even though it is a valid 
debt, no deduction would be allowed when the interest is paid to a creditor who 
is a stockholder. If the instrument evidences a valid indebtedness, a deduction 
should be allowed for the interest paid thereon regardless of who owns the 
security. 

An individual taxpayer who has a first and second mortgage on his home is 
allowed a deduction for the interest paid on both mortgages regardless of who 
holds the mortgage and a corporation should have the same right. 


INTEREST OR DIVIDEND? 


How will the income from such bonds be taxed to the bondholder who owns 25 
percent or more of the common stock of the company? ‘Would such income 
qualify for the dividend credit under section 34 of the proposed law? 

If no deduction is allowed because of the prohibitions in sections 275 and 312 
(da), would the interest paid on such subordinated obligations give rise to the 
85 percent dividend credit in those cases where a corporation owned the sub- 
ordinated obligation and also owned 25 percent or more of the stock of the com- 
pany that issued the note? 


COURTS HAVE ALLOWED DEDUCTION 


The courts have consistently held that interest is deductible on subordinated 
notes if they have all the characteristics of debt even though such notes are held 
Subordination to the claims of general creditors is not fatal 

to the holder’s status as a creditor and the numerous cases to this effect show 


that this criterion usually is not of outstanding importance (see table of cases 
on p. 9). 
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To upset the long-standing precedent established by these cases would bring 
chaos to the financial structure of many small family-owned corporations and 
impose on such companies a very heavy tax burden. Our tax laws should be so 
designed that those who have relied on the law and the court decisions in planning 
the long-range financial structure of their business will not suddenly find the law 
overturned. 

This provision is an effort to accomplish by legislation that which has failed 
in the courts. Congress is now being asked to sanction a theory which the 
courts have consistently refused to approve. 


UNEXPECTED TAX DEFICIENCIES 


If this provision becomes a part of our tax law, it will result in tax deficiencies 
which were never anticipated at the time subordinated bonds were issued. 
For example, if a corporation issues subordinated bonds to nonstockholders, 
the company would immediately lose the interest deduction on such bonds if 
they were later sold by the nonstockholder to a person or group of persons who 
together own 25 percent or more of the common stock of the company. If the 
subordinated bond was originally issued to a nonstockholder in good faith 
without any intention that it would later fall into the hands of a stockholder, 
then it would seem unfair to deny an interest deduction because of some act by 
a bondholder that was entirely beyond the control of the corporation. 


SUBORDINATED NOTES HAVE A BUSINESS PURPOSE 


If stockholders are willing to take a position junior to that of general creditors, 
then the question may be asked, “Why doesn’t the stockholder invest in addi- 
tional stock (either preferred or common) rather than in subordinated bonds?’ 
The answer lies in the fact that stock of smaller corporations generally is not 
marketable and is difficult to sell. Therefore, a stockholder may not want to 
invest additional money in the business unless he knows the company is obligated 
to repay the money at a definite due date. 

A subordinated obligation serves a twofold purpose: 

(1) It enables the company to obtain additional funds from stockholders which 
might not be obtainable by the issuance of nonmarketable stock because sub- 
ordinated bonds have a definite maturity which assures the investor of his right 
to repayment at maturity. 

(2) Subordinated bonds strengthen the position of the superior debt and thus 
enable the company to borrow money from banks and other sources at lower 
interest rates than might otherwise be possible. 

Therefore, the issuance of subordinated bonds does serve a valid business pur- 
pose aside from any tax considerations. There are numerous instances where a 
deduction or exemption will be allowed for tax purposes if there is a valid busi- 
ness purpose for the transaction which gave rise to the deduction or exemption. 
If subordinated bonds are issued for a valid business purpose and have all the 
characteristics of indebtedness, then the interest paid thereon should, by all 
reason and logic, be allowed as a deductible expense the same as any other 
interest regardless of who holds the bonds. 

This provision would impede the growth of many small companies who do not 
have the credit standing of larger competitive companies and the ability of such 
larger companies to raise unlimited funds without the issuance of subordinated 
bonds. 


EARNINGS MAY BE ,.INSUFFIFIENT TO PAY NONDEDUCTIBLE INTEREST OR DIVIDENDS 


Sections 275 and 312 (c) and (d) would create a real dilemma for many small 
corporations whose earnings may be insufficient to pay nondeductible interest 
or dividends. For example, a corporation which now has 5 percent subordinated 
bonds outstanding held by stockholders must earn at least 5 percent on the 
borrowed money in order to pay the interest thereon. If the corporation is 
actually earning 7 percent from the use of this money, then it has a profit of 
2 percent. If the interest paid on these obligations is not deductible, then with 
a 52 percent income-tax rate this corporation must earn about 10% percent in 
order to pay the 5 percent rate on these bonds. If the corporation is earning 7 
percent then it will suffer a loss of 3% percent (1014 percent minus 7 percent), 
instead of a 2 percent profit. 

The only way an interest deduction could be obtained would be to convert 
these obligations into bonds without subordination which would place them on a 
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parity with other creditors. Such a conversion would be difficult, if not im- 
possible, to accomplish since the other creditors might object and refuse to 7% € 
extend further credit on the ground that their position as a superior creditor has 
been weakened. ‘Those who hold the subordinated obligations might refuse to 
convert their bonds into nonmarketable stock, particularly if they want their 
money returned to them on a definite due date. Conversion to stock would not help 
the corporation out of its dilemma since dividends paid thereon are not de- 
ductible and would still leave the company with a 3% percent loss, 





UNDERCAPITALIZED CORPORATIONS 


If this provision remains in the bill, it should be amended so that interest 
would he disallowed as a deduction only in those cases where the corporation 
is undercapitalized (sometimes referred to as “thin” incorporation) with an 
abnormal amount of debt in relation to a nominal amount of capital. 

This change could be accomplished by providing that no interest would be 
deductible with respect to subordinated obligations held by persons who own 
25 percent or more of the common stock if the total principal amount of sub- 
ordinated obligations held by such stockholders exceeds 75 percent or 66% 
percent of the net worth (capital and surplus) of the issuing corporation. This 
would mean that the net worth (capital and surplus) must be at least 133 
percent or 150 percent of the total principal amount of subordinated obligations 
held by such stockholders; otherwise, no deduction would be allowed for the 
interest paid thereon. This change would prevent any interest deduction in 
all cases of this kind unless the stockholders have a substantial stock equity 
in the business. 


Srecrions oF H. R. 83800 DISALLOWING INTEREST DEDUCTION ON CERTAIN 
SUBORDINATED BONDS 


SECTION 275. NONPARTICIPATING STOCK 

No deduction shall be allowed for any amounts paid with respect to non- 
participating stock (as defined in sec. 312 (d)), which, but for this section, would 
have been deductible from gross income. 


SECTION 312. DEFINITIONS RELATING TO CORPORATE DISTRIBU- 
TIONS 

(c) Securrrres.—The term “securities” means an instrument representing an 
unconditional obligation (or obligations) of a corporation to pay a sum certain 

in money other than open-account indebtedness— 
(1) which in the case of obligations held by persons who together own 
25 percent or more of the participating stock is not subordinated to the claims 

of trade creditors generally ; 

(2)° payments, if any, for the use of the principal amount of which are 





not dependent in amount upon the earnings of the corporation and are 
unconditionally payable not later than the maturity date of the principal 
amount. 


(3) For the purpose of (1), above, in determining the ownership of stock 

and debt, section 311 shall be applicable. 
(d) NONPARTICIPATING STOCK.—The term “nonparticipating stock’ means an 
instrument, issued by a corporation, known generally as a corporate stock or 
security, other than an instrument to which subsection (b) or (c) is applicable 


(See supplemental letter, p. 1148.) 
TABLE OF CASES 


Roosevelt Hotel, Inc. (par. 58,177 P-H Memo TC). 

B. M. C. Mfg. Corp. (par. 52,106 P-H Memo TC). 

Sabine Royalty Corp. (17 TC 1071). 

H. BE. Fletcher Co. (par. 51,317 P-H Memo TC). 

Hehota Cotton Milis vy. Allen ((DC Ga.; 1951), 97 F. Supp. 800, 40 AFTR 902). 

The Bowersock Mills & Power Co. vy. Comm. ((10 Cir.; 1949), 172 F. 2d 904, 
37 AFTR 960). 

Elliott-Lewis Co., Inc. (par. 45,047 P-H Memo TC, affirmed (CCA-38 ; 1946), 154 F. 
(2d) 292, 34 AFTR 1101). 

John Kelley Co. (1 TC 457, affirmed (19146), 326 U. 8S. 521, 90 L. Ed. 278, 66 S. 
Ct. 299, Ct. D. 1660, 1660—-A, CB 1946-1, p. 190, 191, 34 AFTR 314). 

Clyde Bacon, Inc. (4 TC 1107). 

Idaho Lbr. & Hardware Co. (par. 45,085 P-H Memo TC). 
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) Gomm. v. H. P. Hood & Sons, Inc. ((CCA-1; 1944), 141 F. (2d) 467,32 AFPTR 
| 423, affirming Par. 42,615 P-H Memo TC). 
| Idaho Department Store, Inc. (par. 44,049 P-H Memo TC). 
} Annis Furs, Inc. (par. 43,050 P—H Memo TC, ‘dismissed (CCA-6; Oct. 9, 1943) ). 
| Washmont Corp. v. Hendricksen ((CCA-9; 1943), 187 F. (2d) 306, 31 AFTR 390, 
{ affirming (DC, Wash.), 51 F. Supp. 792, 31 AFTR 717). 
U.S. VY. Title Guarantee & Trust Co. ((CCA-6: 1943) 183 I. 24 990, 30 AF'TR 1008, 
affirming (DC, Ohio), 29 AFTR 1425). 
Western Dredging Co. (par. 42,601 P-—H Memo TC). 
Fidelity Finance Service, Inc. (par. 42,467 P-H Memo BTA). 
‘ Comm, v. Page Oil Co. ((CCA-2; 1942), 129 F. (2d) 748, 29 AF'TR 971, affirm- 
ing 41 BTA 952). 
Oo. P. P. Holding Corp. (30 BTA 337, affirmed (CCA-2; 1935), 76 F. (2d) 11, 
15 AFPTR 379). 
Southport Mill, Ltd. (6 BTA 10738, affirmed (CCA-5; 1928), 26 F. (2d) 17, 6 
AFTR 7633, 138 BTA 555 reversed 38 F. (2d) 986, 8 AFTR 10463). 
Bolinger-Franklin Lbr, Co, (7 BTA 402). 
H. R. De Milt Co. (7 BTA 7). 
Webb Press Co. (8 BTA 247). 


OREGON Society OF CERTIFIED PUBLIC ACCOUNTANTS, 
April 8, 1954. 
Hon. Guy Corpon, 
Senate Office Building, Washington, D. C. 

DraR SENATOR CoRDON: Please be advised that at a regular meeting of the 
Oregon Society of Certified Public Accountants held on April 7, 1954, the fol- 
lowing resolution upon being put to vote was unanimously adopted, to wit: 

Resolved, That the Oregon Society of Certified Public Accountants go on record 
as being unalterably opposed to the proposed section 706 (b) of the Internal 
Revenue Code of 1954 which provides: that a partnership mav not change its 
taxable year from a calendar year to a fiscal year; nor may partnerships organ- 
ized after June 30, 1954, adopt other than a calendar year; nor shall any 
member of a partnership change his taxable year; all of the foregoing prohibi- 
tions being mandatory unless permission to do otherwise is first obtained from 
the Secretary of the Treasury or his delegate. 

We urge you to present the strongest possible opposition to this section of the 
proposed Internal Revenue Code of 1954. 

Yours very truly, 
Raven B. Covunson, 
Secretary. 


LAW OFFICES OF Brown, Fox, BLUMBERG & MARKHEIM, 
Chicago 4, Ill., April 13, 1954. 
EvizaBetH B. SPRINGER, 
Chief Clerk, Senate Committee on Finance, 
Senate Office Building, Washinyvton, D. C. 

Dear Mrs. Sprinocer: I acknowledge receipt of your telegram of April 3, 1954, 
denying the request for an appearance before the Senate Committee on Finance 
on behalf of Arthur S. Bowes, contained in my letter to Senator Millikin under 
date of March 31, 1954. 

I have delayed responding to your telegram pending Mr. Bowes’ return to 
Chicago, which occurred today. 

We deeply regret the denial of the request because we feel that Mr. Bowes had 
a definite message concerning a clear and easily rectifiable error in the present 
draft of the Internal Revenue Code. We understand that in the past the policy 
of the committee has been more liberal in entertaining the views of responsible 
witnesses, 

In compliance with your suggestion, I am enclosing herewith a written state- 
ment covering Mr. Bowes’ viewpoint and I trust that the subject will be suf- 
ficiently presented and favorably considered by the committee. 

If you have any further word which may be of interest or assistance, we shall 
appreciate hearing from you. 

Very truly yours, 
HArry MARKHEIM. 
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STATEMENT OF ARTHUR S. Bowers TO SENATE FINANCE COMMITTEE RELATIVE TO 
Section 1014 (a) (9) of THE PENDING REVENUE BILL 


This statement is submitted by Arthur S. Bowes, whose address is 1420 Lake 
Shore Drive, Chicago, Ill. Bowes is a director of Automatic Canteen Corp. and 
other corporations. 

The purpose of this statement is to direct attention to a manifest and indefen- 
sible injustice and inconsistency in section 1014 (a) (9) of the pending revenue 
code. 

The section provides, in effect, that all property included in the estate of a 
decedent for estate-tax purposes, takes as its basis (or cost) for the purpose 
of computing gain or loss on a future sale, the value at which it was included in 
the decedent's gross estate. This is most commendable. Under present law 
there are circumstances where a person who receives a gift of property by reason 
of the death of a decedent is required to measure the gain or loss from a future 
sale by its cost or other basis to the decedent, even though tht property was 
included at fair market value in the decedent's estate for Federal estate-tax 
purposes. This rule has resulted in discrimination since the general rule has 
been long established that property included at fair market value in the estate 
of a decedent for estate-tax purposes shall have such fair market value as its 
basis in the hands of the person to whom the property passes. 

The catch in proposed section 1014 (a) (9), however, is that it is provided 
that the new section shall be limited to “decedents dying after December 31, 
1953.” This limitation, as expressed, continues the discrimination with respect 
to property acquired by gift from decedents dying prior to January 1, 1954, and 
in reality restricts even the future application of the new provision. 

It is understood that one of the policies adopted with respect to H. R. 8300 
by the House Ways and Means Committee was to avoid making retroactive sub- 
stantive changes in the law. I have been advised that that policy is the reason 
for limiting section 1014 (a) (9) only to the cases where the death of the 
decedent has oecurred after December 31, 1953. 

To accomplish the real purpose of eliminating discrimination and injustice, and 
at the same time avoiding a change having a retroactive tax effect, the new 
section should be made applicable to sales occurring after December 31, 1953, 
irrespective of when the decedent died, rather than to property acquired from 
decedents dying after December 31, 1953. The taxable event for income tax 
purposes is the sale or other disposition of the property by the donee. No income 
tax liability can arise at the time of acquisition of the property by gift or at the 
time of the donor’s death. It is the Federal estate tax, measured by the fair 
market value at the time of the donor’s death, which is imposed at that time. 
For the purpose of future sale, so long as the property has borne the burden of 
the estate tax, the basis in the hands of the donee should be the value taxed to 
the estate regardless of the date of decedent’s death. Otherwise, discrimination 
between donees is perpetuated. 

Take an illustration. Assume two individuals each established an irrevocable 
trust in 1953 reserving to the donor a life estate. The trust property will be 
includible in the estate of each upon his death and will be subject to the Federal 
estate tax. Assume further that the first donor died in December 1953 and the 
second in January 1954. 

Obviously there is no reason for discrimination in the tax consequences upon a 
subsequent sale of the respective properties, say in 1954, unless some imperative 
reason concerned with the administration of the tax law, such as a desire to 
avoid refunds, intervenes, but in this instance there are no such reasons, yet the 
proposed law perpetuates the discrimination between the two cases cited. 

If the person who succeeds to the trust property upon the death of the donor 
who died in December 1953, sells the property in 1954 at the exact price at which 
it was valued for estate tax purposes he must nevertheless take as his basis or 
cost—not the value at which the property was taxed in the estate, but the cost 
to the donor who may have acquired the property in 1910 at a fraction of its 
present value. On this basis the individual would have to pay a substantial 
income tax in addition to the estate tax levied at almost precisely the same time. 
Or the individual might hold the property until 1975, but he still would have to 
revert to the 1910 value as his basis for income tax purposes notwithstanding 
that the identical property had been previously taxed at a much higher valuation 
in the estate of the donor of the trust. 

On the other hand, the individual who succeeds to the property of the second 
trust, the donor of which died in 1954, takes as his basis the estate tax valuation 
and thus he may sell the property immediately without any income tax. 
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Clearly there is no basis for this discrimination and there is no retroactive 
aspect to the correction of this injustice. In both instances the taxable event 
occurs in the current year and no question of refund or undoing something that 
occurred prior thereto is involved. 

If the suggested correction is made, the principle that no substantive changes 
relating to taxable events shall be made retroactive will still be preserved 
inviolate. 

The correction of the existing draft could be accomplished by amending 
section 1014 (a) (9) to read as follows: 

“(9) Property (other than annuities described in sec. 72) acquired from the 
decedent by reason of death, form of ownership, or other conditions, if by reason 
thereof the property was includible in determining the value of decedent's gross 
estate under chapter 11 of subtitle B or section 811 of the Internal Revenue Code 
of 1939.” 


Los ANGELES, CAuIF., April 14, 1954. 
Senator EUGENE D. MILLIKIN, 
Chairman, Finance Committee, 
Senate Office Building, Washington, D. C.: 

I am a Republican, have been all my life. My family and I own a small cor- 
poration, have been trying to sell to larger concern stock for stock for many 
years. I must retire culmination of one deal that was started a year ago, is 
about to take place. These deals take time and we have now arrived at the 
point where a complete transaction would take place in May or June but your 
proposed new tax law affecting small corporations merging with larger ones 
stabs us in the back. The amount of stock we would receive under present law 
would give us a living. Legislating the merger clause in your new tax bill and 
making it retroactive would diminish our income to existence only. I am too 
old to start anew or expand. For the Government to come in and take a man’s 
life’s earnings on which he hoped to retire is criminal. Why should publicly 
held corporations have preference over small family corporations? How would 
you like a law made retroactive so that it could take away your family earnings 
as far back as 1920? That is what it amounts to, with a small corporation try- 
ing to sell to a larger one and facing capital-gains tax. To make such a punitive 
law against the small fellow is New Dealism. These retroactive clauses are like 
putting mortgages on businesses that have already paid the mortgage off in years 
past. Why can’t you men in office understand the little fellows’ viewpoint? 
I understand hundreds of small family corporations trying to exchange stock 
with larger corporations are being put in jeopardy due to this proposed retro- 
active merger tax clause. If any nonpublicly held corporations could prove 
that it was in negotiations with any other corporation for exchange of stock 
prior to March 1 it should be allowed to complete the deal without penalty. 
Having uo advance warning is like a thief in the night with a gun cocked for 
action. Months plus hundreds of hours and thousands of dollars have to be 
spent to transact such a deal. It is unjust, unfair, and criminal to exact such 
a penalty without cause. 

Rvuton R. FREE, 
President, California Carbonic Co. 


(Whereupon, at 11:40 a. m., the committee recessed, to reconvene 
at 10 a. m., Thursday, April 15, 1954.) 
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THURSDAY, APRIL 15, 1954 


Unitrep Srates Senate, 
CoMMITTEE ON FINANCE, 
Washington, D. C. 

The committee met, pursuant to recess, in room 312, Senate Office 
Building, at 10 a. m., Senator Eugene D. Millikin (chairman) 
presiding. 

Present: Senators Millikin, Martin, Williams, Carlson, Kerr, and 
Frear. 

The Cuarrman. The meeting will come to order. Mr. Walker. 
Mr. Walker, we are glad to have you. Identify yourself for the 
benefit of the reporter. 


STATEMENT OF HULEN C. WALKER, LEGISLATIVE ANALYST, 
AMERICAN FOUNDATION FOR THE BLIND; ALSO REPRESENTING 
THE AMERICAN ASSOCIATION OF WORKERS FOR THE BLIND, 
GREATER NEW YORK COUNCIL OF AGENCIES FOR THE BLIND, 
NEW YORK STATE FEDERATION OF WORKERS FOR THE BLIND, 
AND OTHER ORGANIZED GROUPS 


Mr. Waker. I am Hulen C. Walker, legislative analyst for the 
American Foundation for the Blind. 

Mr. Chairman and members of the committee, we appreciate the 
opportunity of appearing here to go on record in support of a small 
amendment that we would like to suggest to the tax bill. It is very 
small, and I am not going to take but just a minute of your time. 

I have a statement, which I have filed with you, that I would like 
to have included in the record. 

The Cuarrman. It will be put in the record. 

(The prepared statement of Mr. Walker follows :) 


STATEMENT OF H. C. WALKER, LEGISLATIVE ANALYST, AMERICAN FOUNDATION FOR 
THE BLIND 


First, I wish to thank you for the privilege of appearing before you to suggest 
a slight amendment to H. R. 8300. 

After considerable research by agencies for the blind into the cost incident to 
blindness, it was determined that a blind person is burdened with an additional 
cost for the purchase of sight. This is in the form of the many extras which he 
is required to pay for because he must depend on someone else to exercise func- 
tions which he normally would perform were it not for his blindness. 

The United States Congress took cognizance of this fact and provided the 
taxpayer with an extra exemption to offset the cost of his blindness. Congress 
also recognized the extra cost of living by inserting a provision into the Social 
Security Act directing that an amount equal to the present exemption be disre- 


1025 












































1026 INTERNAL REVENUE CODE OF 1954 






garded in determining need for aid to the blind. The committeés of Congress 
making these recommendations are certainly to be commended for their efforts in 
the direction of equalizing the blind person’s economic burden with that of the 
sighted. However, through oversight on the part of the workers in developing 
the statistics and giving the testimony, a slight inequity was allowed to remain 
in this attempt to be liberal. 

The present law provided for exemption for the blind taxpayer or for the 
blind spouse of the taxpayer. But stopping here, the burden of blindness is 
not fully offset when computing the Federal income tax. Many blind persons 
are supported by someone other than a taxpaying spouse. The parent of a blind 
child must assume all the additional expense incident to blindness but in com- 
puting his tax, he does not get the benefit of the extra cost incident to blindness, 
he is only allowed the exemption for a dependent. 

The child supporting a blind parent likewise is burdened with the additional 
cost of blindness in supporting his blind parent, but there again, he is denied 
the benefits of the extra exemption. Harsh as it may seem, many blind people 
in this country today are forced onto the public-relief rolls and into institutions, 
thereby cared for at the taxpayers’ expense because of the additional financial 
burden to relatives supporting them. To amend the tax law to provide that the 
exemption for blindness be extended to members of the immediate family sup- 
porting the blind person would, in my opinion, not only give a certain amount 
of relief to taxpayers but would also give a greater amount of relief to the 
Government by reducing the number of blind people being supported by tax funds 
in institutions. In other words, this added exemption to the member of the 


family supporting the blind person would make many blind persons more welcome 
in the homes of close relatives. 


The income which the Government would lose by this slight amendment would 
be nil compared to the humanitarian angle. It would further, no doubt, be a 
profit-making measure to the Government due to the possibility of reducing 
the relief rolls by making the blind person more welcome in private homes. 


Therefore, I would like to suggest that H. R. 8300 be amended by rewriting 
part V, section 151 (d) (1), to read as follows: 


“(1) For TAxPAYER.—An additional exemption of $600 for the taxpayer if he 
or a dependent is blind at the close of his taxable year.” 

Mr. Warxer. The statement sets forth that several years ago the 
American Foundation for the Blind, and other agencies interested 
in the welfare of the blind, made a survey and determined that due 
to blindness, we have an additional cost of living. In other words, 
to purchase sight. And the Congress took cognizance of that fact 
and granted an extra exemption for the taxpayer or the spouse of a 
taxpayer who happened to be blind. 

Now, I think that probably we were not clear enough in our testi- 
mony to the Congress then, when that exemption was granted. We 
didn’t point out that many times a sighted person may have a blind 
child, and there is just as much of an expense for that child. Yet, 
the exemption does not extend to the dependents supported by a sighted 
person. 

So, we would like to recommend that section 151 (d) (1), near 
the bottom of page 33, in H. R. 8300, be amended to read—I believe 
if I can quote it from memory, Mr. Chairman—to read: “An extra 
exemption of $600 for the taxpayer if he or his dependent is blind at 
the end of the taxable year.” 

I have put in quotas at the bottom of my statement the wording 
that I believe would take care of the extension of this exemption to 
the taxpayer supporting the blind child, or the child of a blind parent 
who has the burden of supporting that individual. 

We also believe that if this little amendment could be granted, many 
blind persons today who are forced to live in institutions and be 
supported by tax funds, would be more welcome in the homes of 
children who could offset the extra cost by that little deduction. 
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As I said, I am not going to take up much of your time, and I put 
that in a very few words, and I do appreciate the opportunity of 
getting that in the record here this morning. 

The CHoamman. You may talk longer if you wish. 

Mr. Waxxer. I think that is about all, unless there are some 
questions, 

The Cuarrman. Thank you very much. 

Mr. Wacker. I would like to say, just as a matter of record, that 
only a small number of people would be affected. There are only 
about 6,000 to 10,000 children that we know of today, of school age. 
We don’t know, of course, about the parents, but it would be a small 
number, compared to the millions of people affected by this bill. 

Thank you. 

The Cuarman. Thank you for coming. 

Now, Mr. Butler. Be seated, Mr. Butler, and identify yourself to 
the reporter. 


STATEMENT OF EUGENE J. BUTLER, DIRECTOR, LEGAL DEPART- 
MENT, NATIONAL CATHOLIC WELFARE CONFERENCE 


Mr. Burirr. My name is Eugene J. Butler, and I represent the 
National Catholic Welfare Conference. 

Senator, I have a rather lengthy statement, which I would like to 
file for the record. 

The Carman. You may. 

(The prepared statement of Mr. Butler follows :) 


STATEMENT OF EvuGEeNE J. Butier, Drrector, LeGAL DEPARTMENT, NATIONAL 
CATHOLIC WELFARE CONFERENC! 


Mr. Chairman and members of the committee, I am grateful for the privilege 
of appearing before you today on behalf of the National Catholic Welfare Con- 
ference, an organization consisting of the cardinals, archbishops, and bishops of 
the Catholic Church in the United States. 

I would like, if I may, to direct the attention of the committee to certain 
sections of H. R. 83800 now pending before you. Section 170, page 46, of the bill 
provides that a taxpayer shall be allowed, as a deduction, any charitable con- 
tribution which is made within a taxable year. The section further provides 
that a contribution shall be allowable as a deduction if verified under regula- 
tions by the Secretary or his delegate. Under existing law, a deduction up to 
20 percent of the adjusted gross income, is allowed provided such contribution 
is made, among others, to religious, charitable, or educational organizations 
The pending bill raises the charitable contribution limit for individuals from 
20 percent to 30 percent. This amendment is designed to aid certain institutions 
in obtaining the additional funds they need in view of their rising costs and 
the relatively low rate of return they are receiving on endowment funds. This 
is a laudable recognition of the importance which the House of Representatives 
attaches to these very worthwhile organizations and the part they are playing 
in the troubled life of our country today. We recommend most heartily to this 
committee that the same spirit guide your deliberations in considering this 
bill. We respectfully call your attention, however, to the proposed limitations 
on this extra 10 percent deduction which is proposed in the bill. Heretofore, 
and in pursuance of long tradition in tax legislation, the Congress has seen fit 
to encourage contributions to religious, charitable, and educational organizations. 
It is proposed now to limit this extra 10 percent deduction on contributions 
made to— 

(1) A church, a convention, or association of churches or a religious order. 
(2) Certain educational organizations. 
(3) Certain hospitals. 

This provision would rule out this extra benefit from such institution as or- 

phanages, homes for the aged, and correctional institutions for youth operated 
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under religious auspices. It may very well be that the House of Representatives 
had a purpose in limiting this extra benefit, but it is difficult to imagine that 
such worthy institutions as these should not be accorded full benefits of this 
legislation. The National Catholic Welfare Conference recommends these worthy 
institutions to your favorable consideration, 

The National Catholic Welfare Conference is concerned particularly with the 
meaning of clause 1 which reads, “a church, a convention, or association of 
churches, or a religious order.” The use of the term “church” and “religious 
order” in the same clause disturbs us. Religious orders have been an integral 
part of the Catholic Church every since the earliest days of Christianity. They 
continue to be so today. Canon law, the fundamental law of the church, so 
regards them. 


Bouscaren and Ellis, in tieir definitives commentary on the canon law of the 
chure h, state on page 742: 

“Since the term ‘church’ will recur with great treqsenty in the canons which 
follow, the legisiators has given us a definition and determined its extension 
for us. It includes not only the church universal and the apostolic see, but 
also all moral persons in the church (as defined in canon 1492, 8S. 2) unless the 
contrary is evident from the context or from the nature of the matter treated 
(c. 1498). The term ‘church’ is taken in a broad sense to mean not only a place 
in which divine worship is held, but also every ecclesiastical moral person con- 
stituted as such by church authority for the purpose of religious or charitable 
activity; e. g., hospitals, schools, religious houses, and institutes, as well as 
chapters of religious persons. 

“The term ‘church’ therefore, does not include any ecclesiastical associations 
which are merely approved by the church, such as pious and charitable societies ; 
nor does it include pious and social works established by private persons which 
do not require ecclesiastical approval and which are not subject to the ordinaries 
such as the Society of St. Vincent de Paul (8S. C. Conc., Nov. 14, 1920; AAS, 13 

1921) 135; Digest, I, p. 174), or the various fraternal organizations of the 
Catholic laity, e. g., the Knights of Columbus, the Catholic Foresters, Catholic 
Men’s Benefit Association, Ladies’ Catholic Benefit Association, and the like. 
These organizations may be incorporated by the civil law and may be entitled to 
hold and administer their own property, but such property is in no sense church 
property within the meaning of the canons of this chapter.” 

It therefore follows that religious orders and other moral persons such as 
dioceses, parishes, et cetera, come within the meaning of the term “church” as 
that term is defined in canon law. ‘To classify separately religious orders would 
indicate that ce sre not considered a part of or come within the meaning of the 
term “church.” To do so ignores facts and pertinent church law resulting in a 
legislative determination of what is or is not a church. This the Congress has 
never done, This would be a dangerous precedent. Consequently we respect- 
fully suggest that the phrase “or a religious order” be stricken from section 170 
(A) (i) and that appropriate explanation thereof be made part of the committee 
report, or alternatively, we suggest that the Congress restore its traditional 
terminology by inserting the term, “religious organization.” This terminology 
is thoroughly understood and is broad enough to include the structure of all 
religious denominations. 

In the field of excise taxes religious charitable and educational organizations 
have, like most citizens, felt the burden. Ever since 1941 when the Congress set 
the rate and the list of items to be so taxed these organizations have been met 
with demands for increasing their facilities to take care of a shifting population 
and a growing clientele. 

The need for relief has been accentuated not only by the above factors, but 
also by the general increases in the cost of items subject to the Federal excise 
taxes and by the expanded needs for those items on the part of such institutions. 
For instance, in the field of education nonprofit schools are developing extensive 
transportation services which are privately financed. Each school bus, for ex- 
ample even a Sunday school bus, purchased by a nonprofit school or a church, 
is subject to the payment of a substantial excise tax. Educational authorities 
protest that this factor is a serious deterrent to the expansion of indispensable 
school-bus-transportation services. Similarly, many such schools, to meet cur- 
rent requirements in the educational field, have established business courses, 
which necessitate the procurement of typewriters. Public schools may purchase 
typewriters without having to pay an excise tax, but all other nonprofit schools 
rendering the same service are required by law to pay a substantial tax. This is 
likewise true with respect to other educational supplies such as audiovisual 
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equipment. In short, the whole development of nonprofit institutional enter- 
prise is burdened by Federal excise taxes, 

Even though the Congress and this committee has recently concerned itself 
with the problem of excise taxes, we respectfully request that in your delibera- 
tions on the bill before you this matter be given your thoughtful consideration. 

Mr. Butter. The purpose of appearing before the committee today 
is to call your attention to the sleds bill which raises the charitable 
contribution limit for individuals from 20 percent to 30 percent. This 
amendment is designed to aid certain institutions in obtaining the 
additional funds they need, in view of their rising costs and the 
relatively low rate of return they are receiving on endowment funds. 

Mr. Chairman, we would like to say that this is a laudable recog- 
nition of the importance which the House of Representatives attaches 
to these very worthwhile organizations, and the part they are playing 
in the troubled life of the country today. We recommend most 
heartily to this committee that the same spirit guide your deliberations 
in considering this bill. 

We call to your attention, however, the proposed limitation on this 
extra 10-percent deduction, which is proposed in the bill. Heretofore, 
and in pursuance of long tradition in tax legislation, the Congress 
has seen fit to encourage contributions to religious, charitable, and 
educational organizations. It is proposed now to limit this extra 10- 
percent deduction to contributions made to— 

1) A church, a convention, or association of churches or a religious 
order. 

(2) Certain educational organizations. 

(3) To certain hospitals, 

This provision, it seems, would rule out this extra benefit from such 
institutions as orphanages, homes for the aged, and correctional insti- 
tutions for youth, operated under religious auspices. It may very 
well be that the House of Representatives had a purpose in limiting 
this extra benefit, but it is difficult to imagine that such worthy 
institutions as these should not be accorded the full benefits of this 
legislation. 

The Cuairman. Just 1 minute. Mr. Smith, was there any debate, 
any reason given for the distinction that the gentleman is pointing 
out! 

Mr. Smirn. There was some thought of changing the limitation 
from 20 percent to 40 percent or 50 percent, but some members didn’t 
think it should go quite that far, and they recommended the extra 
10 percent but limited it to these particular organizations at the time. 

The CuarrMan. Was there any particular discussion on the point 
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which the gentleman is making ? 

Mr. Siri. No, sir. 

Senator Cartson. Mr. Chairman, on that point, it does seem to 
meet that when it comes to making provisions for tax exemptions 
for any contributions to religious organizations, certainly orphanages, 
homes for the aged, and correctional institutions should be given some 
consideration, and I would urge that Mr. Stam look into it. 

The CrHatrMan. I think so. My first impression agrees entirely 
with your own, and I ask that it be brought to Mr. Stam’s attention, 
especially the point the gentleman is making. 

Mr. Buruer. Senator, we are very grateful for that sentiment. 
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Now, if I may skip over into the field of excise taxes. In the field 
of excise taxes, religious, charitable, and educational organizations 
have, like most citizens, felt the burden. Ever since 1941, when the 
Congress set the rate and the list of items to be so taxed, these organi- 
zations have been met with demands for increasing their facilities to 

take care of a shifting population and a growing clientele. 

The need for relief “has tem: accentuated not only by the above 
factors, but also by the general increases in the cost of items subject 
to the Federal excise taxes, and by the expanded needs for these 
items on the part of such institutions. 

For instance, in the field of education, nonprofit schools are develop- 
ing extensive transportation services which are privately financed. 
Each school bus, for example, even a Sunday school bus, purchased 
by a nonprofit school or a church, is subject to the payment of a sub- 
stantial excise tax. Educational authorities protest that this factor 
is a serious deterrent to the expansion of indispensable school bus 
transportation services. 

Similarly, many such schools, to meet current requirements in the 
educational field, have established business courses, which necessitate 
the procurement of typewriters. Public nig may purchase type- 
writers without having to pay an excise tax, but all other nonprofit 
schools rendering the same service are required by law to pay a sub- 
stantial tax. This is likewise true with respect to other educational 
supplies, such as audiovisual equipment. In short, the whole develop- 
ment of nonprofit institutional enterprise is burdened by Federal 
excise taxes. 

Even though the Congress and this committee have recently con- 
cerned itself with the problem of exise taxes, we respectfully request 
that in your deliberations on the bill before vou, this matter be given 
your thonghtful consideration. 

Mr. Chairman, if I may illustrate, shortly after the excise taxes 
were adopted on typewriters, in one of our cities a typewriter com- 
pany went to the purchasing agent for the public schools in the city 
and offered him a lot of typewriters at a special price. The public 
schools couldn’t use the whole lot. And the agent went to the super- 
intendent of the Catholic parochial school system in the city, and 
asked if he would take some of them. An arrangement was made, 
and I believe there were 1,000 typewriters involved. The public 
school system took 750 of them, and the parochial school system took 
250. And when it came to billing for the typewriters, the excise tax 
was omitted, of course, from the public schools, and the parochial 
schools were subject to it, where the typewriters were being used for 
identically the same purpose. In other words, for teaching high 
school students how to use them. 

That, in short, highlights the situation. 

The Crarrman. I will tell you very frankly—this is my personal 
opinion—I think it would be very difficult to get any excise tax 
amendments on this bill. Let me suggest to you, though, that within 
a year we are going to have to review ‘the subject of excise taxes again, 
and T am sure the | committee will appreciate it if at the appropriate 
time you come in again and bring it to our attention. 

I am not saying that nothing is possible now, but I am giving you 
what I think is a practical piece of advice. 
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Mr. Butter. Thank you, Senator. I will be glad to bring it to your 
attention. 

The Cuatrman. Thank you very much. 

Now, Mr. Brittingham. Be seated, please. We are glad to have 
you. Identify yourself to the reporter. 


STATEMENT OF THOMAS E. BRITTINGHAM, JR., WILMINGTON, DEL. 


Mr. Brrrrinenam. I am Thomas E. Brittingham, Jr., and I rep- 
resent myself. I come here to discuss some ideas for a foreign 
scholarship plan, which jnvolves taxation. 

Everything that has come up is the result of the Brittingham 
scholars that we brought, that we started bringing over this “year. 
We started with one 2 years ago, involving Scandinavian students, 
and my wife and I are now going over and personally selecting 7 
each year, and we now have our 7, all at the U niversity of Wisconsin. 

I might say that what I have to present here is e ndorsed by Presi- 
dent Fred of the University of Wisconsin, who is likewise on the 
committee of the Government for foreign scholarship plans. 

To begin with, this plan will accomplish a much better job on the 
part of the scholars that we are bringing over here now, at a net 
reduction in cost to the Government. As far as I am concerned, my 
only reason in being here is one of a patriotic nature, to explain what 
I have seen in my own travels abroad in connection with picking out 
these scholars. 

What the plan is, is that we would deduct up to 100 percent of the 
expenses, up to $3,000 annually, on students brought over here, par- 
ticularly where they had been contacted through visitation within 
the previous 2 years, and 90 percent without that visitation. 

Now, that has many merits. In the first place, it puts the emphasis 
on the bringing over by private contacting of f individuals (as opposed 
to a Government agency doing so), and that is just exactly what our 
Government stands for today. It puts emphasis on the personality 
and the leadership that is demonstrated, as opposed to what we are 
doing now, under the Fulbright and Smith-Mundt program, where 
we are bringing these students over here based almost entirely on 
their scholastic ability. 

I myself, in the first time over to Scandinavia, which was a year 
ago January, saw and interviewed any number of the prospective 
Fulbright scholars, and I was appalled at the type that we were 
bringing over. They will be great scientists, but I am sure that 
many, many of them will never be great leaders of their respective 
governments. And, after all, that is the point of bringing these 
students over. 

So, on the Brittingham program, we are paying no attention to the 
scholastic angle. That is automatically taken care of by the 25 per- 
cent that are washed out through their “studenten” examinations, 
and so we are putting it all on the other side, where these boys will 
have demonstrated their leadership ability, and have a personality 
that I am sure in the years to come will be very constructive for our 
Government, as they go back. Incidentally, these students are all 
brought over for one year. 

So, the thing that likewise is impressive is—as it is now, the students 
have no particular contacts, because they are Government sttudents. 
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They come over in a group, and as they do when they go to the Uni- 

versity of Wisconsin—on that I am thoroughly familiar—they are 
picked out by committees. They come over with no personal contacts, 
and they go to the university. 

The Cuamman. Senator’ Martin, this is Mr. Brittingham, the wit- 
ness. 

Senator Martin. How do you do. 

Mr. BrirrincHam. How do you do, Senator. 

As I said, they go to the university, and unfortunately they center 
around the ‘foreign students club there. And, why? Because they 
don’t have any contacts to introduce them to fr ends in Madison, and 
they are all poor financially, because of their getting by on the mini- 
mum amount of money. 

So, in many cases, they might just as well, I think, have gone to 
college some place abroad, rather than to be brought over here and not 
mix around. 

I think probably the best example—and I think this it what you 
would like to know—was the case of Oscar Semb, who is a brother of 
one of the students we have over now, one of the Norwegians. He 

“ame over some years ago and spent 2 years attending MIT. This 
boy was a very strong personality individual, so I know that that was 
the case—it was not his fault for the poor results obtained at MIT. 
He told me this fall that he said about Lars, “All you have done has 
obtained far more out of America than I did at MIT, because I have 
ae) in the foreign students’ dormitory. There were only 6 Ameri- 

‘an students there, and in the 2 years i was in Boston, 1 was never 
once asked into an American home.” 

The Cuarmman. What can this committee do about that ? 

Mr. Brirrincnam. By this plan, if we put it down to an individual, 
oe any individual traveled abroad—I mean they would tend to 

be the wealthier class, but that would be a variation of all degrees. 
It would tend to be our business people, and if they were bringing 
them over here, as I am doing now, they naturally would then make 
sure that they got in their homes. They would go into their homes at 
Christmastime and at other times and meet their friends. 

The CHatrman. What can this committee do about it? 

Mr. BrrrrincHam. This committee can pass a law, which Repre- 
sentative Warburton is already prepared to introduce, which would 
allow a deduction for money spent on foreign students. So that is 
my purpose in being here. 

The Cratrman. Would the deductions tend to cause a better 
mixing? 

Mr. BrirrrncHam. Very, very much so, because any individual that 
was bringing these students over at some of his expense, would cer- 
tainly see that they get mixed around, and that they are very much 
a part of his family. That I know, from my own experience. 

The CHatmrMan. I am going to put on the dunce cap now. Just 
what is your point? 

Mr. Brrrrincuam. I am sorry I haven’t made it clear, sir. The 
point is, by allowing our citizens to deduct money spent on bringing 
over foreign students, that would tend to put everything on a per- 
sonal basis, as opposed to what we are doing now, where it is entirely 
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on a governmental basis, and where there is no personal contact. Is 
that clear, sir? 

The CHarrMan. Yes. 

Mr. Brrrrincuam. And we bring over around 5,600 students, under 
the Fulbright program, and that would be partially continued, but 
the rest would be cut down, as these other students were brought in. 

I have discussed this with Senator Frear, who reported when he 
came back from South America—lI think he was down there with you, 
was he not? 

The Cuarrman. I was not there, I am sorry to say. 

Mr. Brrrrincuam. I thought you were. No; I guess I am wrong. 

He reported that the way to combat communism in this country 
was through more foreign scholarships, and I am certainly convinced 
of that myself, from what I have seen. 

Are there any other questions? 

The Cuarman. Are there any questions, gentlemen ? 

Senator Martin. I have none. 

The Cuarmman. Thank you very much. 

Mr. Brirrinenam. Thank you. 

(The prepared material of Mr. Brittingham follows :) 


FOREIGN SCHOLARSHIP PLAN As PréposeD ny THOMAS FE. BriTTINGHAM, JR., 
WILMINGTON, DEL, 
1, Summary 

A method of increasing greatly the long-term influence of our foreign scholar- 
ship program, at a net reduction in cost to the Government. Plan is result of 
my personal experience to date in carrying out the Brittingham 10-year scholar- 
ship program in the Seandinavian countries. 

2. Plan involves 

(a) Deduction of 100 percent of expenses (up to $3,000 annually per student) 
incurred in bringing foreign scholars here, where personal contacts have been 
made in the previous 2 years through visitation in foreign countries. 

(b) Deduction of 90 percent of the expense, where no personal contact is made; 
with lower percentage deduction allowed for such countries as Canada, Cuba, 
the Bahamas, etc. 

(c) The Fulbright and Smith-Mundt program would be carried on but on a 
lesser scale as the activity in the personally sponsored scholarship program in- 
creased. Hence, a net reduction in total cost to the Government. 


8. Basic merits of plan 


(a) It puts emphasis on personal contacts made in this country, and tends to 
carry out the basic philosophy of our Government that things are carried out 
more efficiently by private industry rather than by Government. 

(b) It stresses the selection of students more from a personality and leader- 
ship viewpoint than from one of scholastic standing, which is given the greatest 
weight in choosing today’s candidates. It would appear that such students offer 
greater promise of returning to their native lands and assuming positions of 
influence than those chosen under our present system of selection. 

(c) It gives the students practically an automatic entry into our American 
homes and a real opportunity to really know Americans, highlighted especially 
by their visits during the Christmas and Easter holidays. 

(d@) Under present laws, a very wealthy man can set up his own foundation 
and bring in such students on a tax-free basis. The plan being proposed herein 
would enable the person of average wealth to adopt such a program, albeit on a 
smaller seale. 

(e) The passing of a law to cover these circumstances would put the people 
on notice as to the Government's position in such matters and would thereby 
outline the background for work designed to encourage people to bring students 
over here. 
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4. Demerits of present system 


(a) All emphasis is put on high scholastic marks, under our present method 
of selection. In interviewing many of these candidates, my own experience has 
shown a good size percentage of them to be almost pitiful from a personality 
test. 

(b) There may well be future scientists among some of these students. How- 
ever, once here they find no worthwhile American contacts, and, because of their 
personality makeup, tend tc withdraw into the foreign-student circle. Such 
students actually benefit litile from the money spent on them, other than gaining 
the opportunity to attend classes here. My experience bears out that students 
of his introverted type are not ones likely to assume positions of leadership after 
returning to their respective countries. 

(c) I would think that the matter of personal contacts is of even greater 
importance where the foreign students are of other than the Caucasian race. 
The news item quoted below from the New York Herald-Tribune of February 
18 illustrates the importance of this angle. 

(d) President E. B. Fred, of the University of Wisconsin, is highly in favor of 
this suggested program, because of the conditions it would correct at Madison. 

(ec) Very favorable reactions have been received from the following—and 
only—people in the Government with whom I have discussed this plan: 

1. Dr. Sam Brownell, head of education, of Government. 

2. Representative Herbert B. Warburton, sole Representative from Dela- 
ware, 

3. Senator J. Allen Frear, Jr., whose enthusiasm prompted him to make 
an appointment for me with you, and who wants me to see Senator George 
shortly. ; 

2. (a) It is my theory that a slight premium—roughly 10 percent—should be 
allowed to encourage contacts being made through visitation. Our wealthier 
people would be the ones more apt to travel abroad; an incentive offered them 
in the way of an income-tax deduction would make them realize that they could 
afford to bring students to this country at a small net cost to themselves. This 
is exactly how the Brittingham foreign scholarship program was initiated, as 
explained in the enclosed mimeographed outline. It is obvious that such people 
would tend to choose students from the homes of various prominent people. 
Also, as a group, there would be more of an inclination to select individuals 
possessing such personalities as would naturally attract the American visitor. 
The scholastic requirements would be pretty much taken care of automatically, 
since in most foreign countries and certainly those in Europe, the students have 
to pass what is known as the studenten examinations. Through this means, the 
lower 25 percent of the class are automaticaily eliminated; this, in effect, is 
assurance that those students brought over here will be able to stand up easily 
to our college requirements. Those still will remain for clearance and checking; 
first, our consuls who will issue the visas, and second, the scholastic problems 
would go through the Institute for International Education who are doing such 
a good job at present on handling details for the Fulbright scholarships. 

(bd) It is evident that the same deduction should not be allowed for a nearby 
country such as Canada, as would be applicable to European and South American 
countries, particularly. | Likewise, Cuba and the Bahamas would seem to be 
too close to warrant the allowance of full deductions in their cases. I should 
think it would be possible for the State Department--through Presidential edict— 
to determine the percentage deduction allowable for the respective countries, 
varying this procedure from year to year. This would add a great degree 
of flexibility to the program, enabling us to increase the flow of students from 
eertain countries, where such an increase was thought desirable, and, con- 
versely, if felt advisable, to reduce the quota coming from any country at some 
particular time. 

(c) It is apparent that the Fulbright and Smith-Mundt program should con- 
tinue to be carried on but as our suggested program gained momentum it would 
seem that the supply of funds required to finance these earlier plans could be 
materially reduced. Thus, there would be obviously a net reduction in the total 
cost of this program to the Government. 

3. (a) I would like to cite at this point what seems to me to be an outstanding 
example of a field of endeavor that can be pursued more efficiently through 
private channels than through governmental agencies. The motive behind 
such a plan seems to me to tie in nicely with the expressed philosophy of 
the Eisenhower administration. When we were in Oslo (Norway) this past 
fall, selecting our students for the coming year, we met Oscar Semb, a brother 
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of Lars Semb, one of our present students. Oscar, age 27, is just an all-around 
wonderful young chap—one possessed of an extremely individual and forceful 
personality. He had been sent, at great sacrifice on his family’s part, to a small 
college in New Hampshire, and then for 2 years he attended MIT in Boston. 
While at school here he had lived in the foreign students’ dormitory, and was 
afforded little opportunity to mix with his fellow American students and their 
families and friends. There were 6 American students living in that dormitory 
put he was not asked once into a single American home during his whole 2 
year stay in Boston. With his younger brother, Lars, now studying at the Uni- 
versity of Wisconsin under our present program, Oscar had remarked that Lars 
had already gotten so much more out of his short stay in this country (then 
3 months) because of the nature of our program, than he had during his entire 
time here. This one experience probably did more than anything else to crystalize 
in my mind the inherent weaknesses in our present system. ‘The results found 
up to now at Wisconsin simply tend to bear out Osear Semb’s unfortunate 
experience. It would, therefore, seem imperative that greater emphasis be placed 
on the element of personal contacts made in this country by the foreign student, 
and I feel sure that our suggested program would be instrumental in making 
this possible. 

(b) Students are chosen today on the basis of their scholastic ability and 
on their desire to apply for scholarships in this country. That statement 
is based on the experience gained by me in visits to the various branches of 
the American-Scandinavian Foundation in Norway, Sweden, and Denmark. 
In discussions with others, I must assume that the same factors are followed 
in other scholarship selections. I feel sure, in my own mind, that the stu- 
dents we have selected, where personality and leadership qualities are given 
greater emphasis, offer far more promise of developing into tomorrow’s leaders 
than do many of the others that I had to interview, even though these students 
possessed more than the necessary requirements for entering this country under 
our present scholarship program. It seems to me that greater weight cer- 
tainly should be given to the factors of personality and leadership. If somewhat 
higher credit were to be allowed for the making of personal contacts, it should 
automatically result in the selection of just that type of student. 

(c) It should be taken for granted that any American citizen going to the ex- 
pense and trouble of bringing a foreign student to this country will make certain 
that that student meets boys of his own age in America. Endless opportunity 
would be afforded for inviting the student to visit with him at his home, especially 
during the Christmas and Easter holidays, not to mention the few days before 
and after the school term. I have learned, through conversations I have had with 
my own students, that the thing that impresses them the most about our scholar- 
ship program is the generous opportunity afforded them to make contacts here in 
Wilmington as well as in Madison. Then, too, these boys have all joined fra- 
ternities, and, through the associations made there, have been given the chance 
to visit various American homes during some of their shorter vacation periods 
such as Thanksgiving, and, in some instances, over the Christmas holidays. 

(d) As brought out in the outline, the very wealthy can set up their own 
foundations, using the tax-free income derived therefrom to finance their foreign 
student programs. This suggested plan simply would make it easier for the per- 
son of average wealth to do what the wealthy individual can do now anyway. 

(e) Iam sure that, were Congress to pass this provision in the tax law, it would 
be a moderately easy job to get a movement started to encourage people to do far 
more work and show more interest in foreign students than is now the case. 

A rather shocking instance was brought to my attention by Henrik Gad, our 
first, student, who came over a year ago last September. As he was departing for 
Denmark last June, he informed me that the foreign students at the University 
of Wisconsin were actually looked down upon. He told of meeting a very attrac- 
tive girl at the Foreign Students’ Club, who cautioned him not to tell anybody 
where he had met her since she felt in her own mind that she very definitely had 
been “slumming.” All this shows that there is terrific room for improvement in 
our present system. 

4. (a) From what I have seen, particularly on my first trip abroad, where my 
program was not originally clear in anyone’s mind as to how it was to work, I 
certainly ran across the typical student applying for a scholarship in this country. 
I can vouch for the fact that, in far too many instances, he was pitiful from a per- 
sonality viewpoint, and, while he had the brains, the money expended on him by 
our Government I think would be largely dissipated, because his personality, lack- 
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ing in qualities of a positive natare, offered little promise of his returning to his 
native land to assume a position of leadership and influence. 

(b) By bringing these students over as we now do, there are few individuals 
to whom they can go to make personal contacts. Being in so many instances of 
the reticent type, they band together quickly into their own small circle, 
and this tendency is further accentuated by the fact that most of them are 
compelled to get by on just the minimum amount of money. Even students 
who come from wealthier families abroad are seriously restricted on account 
of the foreign exchange difficulties. Thus, many of them do not really mix 
with the student body, particularly. Certainly, in the group I am thinking 
about, I would say that practically all of them were more of the introvert 
type, and very much on the shy side of those coming from the Scandinavian 
countries. 

One interesting example of what I mean in the difference between the per- 
sonalities involved is this case. We have had Seandinavian and many other 
foreign students at Wisconsin for years. However, through no contacts of 
mine whatsoever in this particular case, two of my Swedish students were 
invited to attend a session of the Wisconsin Legislature at Madison. Later, 
the proceeding of the House were stopped, and both boys were asked to get 
up and describe to the Wisconsin House the Swedish system of government. 
Here, in this particular case, we can see foreign influence working in re- 
verse, in a very happy way. 

(c) The matter of personal contacts is of even greater importance where the 
students are of other than the Caucasian race. John Jenny, of the Du Pont Co.’s 
foreign department, had told me some time ago that the Communists made a 
general practice of going after the students from the British African colonies 
and making Communists out of them as they were brought to the English 
schools at government expense. Certainly, our South American students should 
be brought up here and there should be plenty of people interested in personally 
bringing this about. Just what can be done along these lines is forcefully 
brought out in the enclosed news item, taken from the New York Herald-Tribune, 
of February 18: 

“BRITISH REDS OUTWITTED 


“LonpON, February 17.—The British Council, a government-supported cultural 
agency, asserted today it has beaten the British Communists at their game of 
taking in tow and playing host to some 10,000 students who come here every 
year from Commonwealth and colonial countries. 

“Gen. Sir Ronald Adam, chairman of the council, disclosed in a speech to the 
London Rotary Club that the Communists have been going down to harbors to 
meet these students as they came off ships and would tell them: ‘You will find 
there is a great-color bar in this country. But there is one club where every one 
is welcome—come with us.’ Most of the students from the colonies are colored. 

“In this way, the Communists undoubtedly took over and converted many 
colored students with the expectation they would return home to lead Communist 
uprisings in the colonies against Great Britain. 

“Sir Ronald said that after discovering this Communist tactic he went down 
to meet the ships himself and succeeded in reaching the overseas students before 
the Communists could get to them. ‘I have an advantage,’ he said, ‘because I 
can meet them in the customs shed’.” 

(d) President Fred, of the University of Wisconsin, has been intimately 
acquainted with the whole program; he has gotten to know our boys and is him- 
self on a governmental committee having to do with foreign students. He is 
very enthusiastic over this proposal of mine. He considers it far better than 
anything that has so far been suggested and, in his estimation, it is the right 
approach. I know he will be only too glad to help in any way possible to 
assure the carrying out of this program. 

(e) This is my first experience at taking up an idea with our Government 
people. If I do not seem to be too adept in my approach, I hope that will be 
overlooked. I am a neophyte in this regard. 

Dr. Sam Brownell, head of Government education, gave me a highly enthusi- 
astic reception, I thought. I next saw Representative Warburton, who could not 
have been more praiseworthy over the idea. Senator Frear had returned from a 
South American trip at just about the time I got back from Scandinavia. He 
had been quoted to the effect that a good way to combat the spread of communism 
in Latin America would be through the medium of more foreign scholarships. 
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After having voiced these sentiments, I knew a meeting with him would produce 
some constructive suggestions. Senator Frear felt that this program held much 
merit, and saw fit to make arragements for me to see Senator Wiley and, later, 
Senator George. 

NoveMBER 10, 1953. 


To the Candidates for the Brittingham Scholarships: 


I thought, to save time, that I would outline the background of the Britting- 
ham scholarships, relating the story of what I am trying to accomplish, and then 
have each of you read this, so that I may avoid repeating all the details and, at 
the same time, enable you to know the purpose of the program. Please leave 
this here for the other candidates to read who are to come later. 

Interesting enough, neither Mrs. Brittingham nor I are of Scandinavian de- 
scent. I think that fact makes the ideals behind this scholarship all the more 
effective. Our interest in the Scandinavian people dates back to the year 1931, 
when we took a good many trips on the motorship Kungsholm. I imagine we 
have taken at least 10 or 12 trips on this ship, and, during those travels, we 
found ourselves becoming particularly enthusiastic over the Swedish people. On 
that ship in the year 1933 we had the pleasure of meeting Mr. and Mrs. Nils 
Stahle, with whom we have kept in constant contact ever since. Mr. Stahle is 
today the executive director of the Nobel Foundation. 

Four years ago, George Weymouth, of Wilmington, Del., accompanied me on 
a trip to visit the Stahles. Mr. Josiah Marvel, at that time American Ambassa- 
dor to Denmark, was a great friend of Mr. Weymouth, and, because of that fact, 
we dropped down to visit him. We found the Danes to be a cheerful and friendly 
people, and, through Mr. Marvel, we met many of them. As a result of this 
visit, we acquired an active interest in this country and its people. Also through 
the good offices of Mr. Marvel, we met the Gad family, of Copenhagen, and took 
a great liking to young Henrik Gad. We heard from Henrik’s mother, as time 
went on, and, about 2 years ago, she wrote, suggesting the possibility of Henrik’s 
getting an American scholarship. I must confess that at that time I was highly 
irritated. However, upon thinking the matter over, I realized that I had some 
Brittingham family funds that I could use only in connection with the Univer- 
sity of Wisconsin, located at Madison, Wis. I reasoned that, with the aid of 
these funds, I could well give Henrik a scholarship for 1 years of undergraduate 
study. 

The question came up as to how Henrik’s stay here should be directed, and, 
particularly, how much money he should have. I realized, as I got into the 
scholarship problem, that while we have many students from foreign countries 
at Wisconsin, most of them were postgraduates and older than the undergraduate 
student body. Also, due to the shortage of foreign exchange, most of their 
activities were restricted and they were not able to take part, particularly, in 
student life. Thus, although they were in the United States, they were still 
pretty much on the outside of things at the university, through no fault of their 
own. I reasoned that Henrik, for whom I had such a high regard, should be 
given more liberal consideration financially, enough to enable him to join the 
fraternity system at Wisconsin. Tne facts were that none of the Scandinavian 
boys was a member of any fraternity, and this is one of the major differences 
in the scholarships, as compared to other scholarships. 

There is nothing in your own system that is comparable to a fraternity. The 
word “fraternity” comes from the Latin word “frater,” which means “brother.” 
Some Greek letters are combined to make up the name of each fraternity. The 
fraternity itself is a nationwide organization, there being chapters of the same 
Greek letter fraternity in different colleges. At Wisconsin, the fraternities have 
their own lodges or houses, of which they are extremely proud. The boys live 
and eat there and there is much social life involved in connection with these 
houses. There is also great rivalry among the different fraternities on the 
university campus. In America, there is far more outside activity in college 
involved in our concept of education. Personally, I feel the outside activities 
constitute one of the most important parts of the education, and this again is 
something that I find so different from your own colleges in Scandinavia. 

On the other hand, the fraternities only choose their members after several 
weeks of a period that is known by the word “rushing.” One has to be asked to 
join a fraternity ; thus, he cannot get into a fraternity simply because he wants 
to. Iam, therefore, put in the position of where the boys I select have to be of 
enough social quality to be asked to join these groups. From our selection of 
boys last year, I might say that they were overwhelmed by the entliusiasm 
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by which they were met, and they received the maximum number of invitations 
to join the various fraternities. 

As you can appreciate, it means that the foreign student becomes extremely 
well acquainted with the 40 or 50 members of his group, and thus gets to know 
each one of them very well indeed. His influence is a wonderful thing for the 
fraternity and, in turn, I think the fraternity is an excellent thing for the foreign 
student. That is why these scholarships involve enough in dollars to cover all 
those expenses and enough spending money to put him on an even basis with all 
his fellow students. That is why these scholarships involve considerably more 
in dollars than any other scholarship given in your countries. 

In addition to this, the concept of these scholarships is different, because Mrs. 
srittingham and I are working together and plan each year to personally 
select the boys. Once chosen, we have treated them as though they were prac- 
tically our own children. They all came over on the boat together, and stopped 
by Wilmington, Del. Our home is nearby, and they visited us there for almost 
a week. During that time we got them invited to several large parties, which 
gave them an opportunity to meet many of our young friends in Washington. 
I must say the ones we selected last year took to these parties like a “duck takes 
to water.” From Wilmington, the boys went to Madison, Wis., which is some 
1,000 miles away, and they stayed at my home out there for almost a month, 
while they got settled in college and while they were getting acquainted with 
the fraternity group. My wife and I flew out there twice to be with them during 
that short period and to help them become settled there. After receiving the 
fraternity invitations in early October, they immediately moved into the various 
fraternity houses. When I interviewed them a year ago, I asked that each go a 
different fraternity, and certainly that will be the understanding with the ones 
we pick out this year. Furthermore, I hope that the group we pick this year 
will tend to go a different group of fraternities than the ones which the boys 
joined this year, because I think the more we can spread this foreign interest 
around, the better off it it will be for everyone. 

You will be interested to discover that scholastic attainments mean very 
little in this selection. It is based entirely on personality and leadership dem- 
onstrated to date, as proved in your own schools. Hence, Mrs. Brittingham and 
I are engaged in a very pleasant task of selecting 2 Danes, 2 Swedes, and 2 
Norwegians, to whom I am sure we will become as extremely attached as we 
have to our present boys. 

Ly this time you. will be asking, “Well, what is the long-term purpose of this 
whole program?’ My feeling is that if we can come over to the Scandinavian coun- 
tries and personally select the candidates each year, as we intend to do, we will be 
picking out young men who hold out promise for developing into future leaders 
in their respective countries. I am particularly interested in those who are 
going into Government work and into business. I feel that if we have come over 
here and really picked out some boys, who are already leaders, and who have 
oustanding personalities, as judged by us, then a certain percentage of them are 
bound to be important people 15 to 20 years from now. If they have lived in 
America, as I propose to have them live, for 1 year, then certainly they will 
thoroughly understand our people and how we think, and I feel that this can do 
more to help toward an understanding between the Scandinavian countries and 
ourselves than any other program that I personally could adopt. Likewise, I’m 
interested in seeing that these boys return to their native countries, since, if 
they were to end up becoming American citizens, my money would have been 
thrown away. 

In order to save everyone’s time, we are having a short interview of 10 
minutes, and, from this group will be selected those with whom Mrs. Brittingham 
and I want to have a longer half hour interview. Let me assure those of you 
who are not successful that there is nothing about which to feel bad. When one 
comes to picking out one’s own children, there will just be certain characteristics 
that happen to appeal to us that obviously might not necessarily appeal to some- 
one else. All I can say to the lucky two from each country is, “Congratulations.” 

Naturally, I can appreciate that you will be inelined to be nervous, but, for your 
own sake, please forget about the nervous side. Just be as natural as you can, 
and please try to come in to see us with the same atmosphere surrounding you 
when meeting some very close and dear old friends of your own fathers and 
mothers whom you have known for a long time. Those of you who will be 
selected for the longer interviews will be called by telephone. 
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The Cuamman. Mr. Oakes, please. Mr. Oakes, identify yourself 
for the reporter, please. 


STATEMENT OF CHARLES E. OAKES, PRESIDENT, PENNSYLVANIA 
POWER & LIGHT CO. 


Mr. Oakes. Senators, my name is Charles E. Oakes. I live in Allen- 
town, Pa., and I am president of Pennsylvania Power & Light Co. 

I am appearing before you as chairman of the spec ial tax policy 
committee of the Edison Electric Institute, which is a trade association 
representing 85 percent of the investor-owned electric companies of the 
Nation. These companies, their customers, their shareholders and the 
countless number of peoples whose savings have been invested in util- 
ity securities through insurance, pension funds, and similar trusts, 
have a vital concern in the revision of the internal revenue laws which 
you have under consideration. 

Last summer I appeared before the House Ways and Means Com- 
mittee in regard to the revision you now have before you. I am glad 
to say that the t: \xpayers received substantial consideration on a num- 
ber of matters. 

Right here I want to add my commendatory remarks—others have 
said the same thing—that your staff has done, in my opinion, a re- 
markable job in the bill that has come out of the Ways and Means 
Gumanition 

The Cuamman. I am glad to hear you say so. 

Mr. Oaxes. It certainly is a fine job. 

I do not intend to repeat to you my remarks, therefore, before the 
House Ways and Means Committee. I do, however, have a number of 
items on which I wish to present new material. Short statements 
have been written on each, and they are being furnished to you for the 
record. 

Most of the points included in the statements are technical, and 
cannot be discussed in an adequate manner within the time alloted 
to me. Several of them, however, would have far-reaching effects 
upon the electric companies, and so I wish to comment briefly upon 
them. 

Section 6016 of H. R. 8300 would, over a period of 5 years, place 
corporations on a pay-as-you-go basis in respect to 50 percent of their 
Federal income taxes. This change is equivalent to increasing our 
annual income tax payments by 10 percent for the next 5 years. The 
only way this extra tax can be recovered is by liquidation of the cor- 
poration. Public utility companies do not liquidate their corporate 
organizations, as others do. We must continue to render a necessary 
service to the public, 

The total of these extra payments probably will amount close to 
$50 million during the 5-year period. Many companies will have to 
sell additional securities in order to obtain the necessary cash. 

The electrical companies accrue taxes on their books, but as their 
tax payments are not made until the next year, the cash is used for 
working capital. The commissions, however, that regulate us take 
this into account in establishing the rate bases on which we can earn. 
They would, of course, have to increase the rate bases should this pay- 
as-you-go proposal g go ‘through, and this would mean somewhat higher 
rates for our customers for that period. 
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For these reasons we ask that these new sections be deleted or that 
companies regulated by governmental bodies be exempt from these 
pay-as-you-go provisions of the revised code. 

Subchapter C has been extensively rewritten. Its new provisions 
will adversely affect the utility companies in a number of diverse fields. 
I would like to mention some of the most important. 

First, the new law would change existing law by subjecting to tax, 
in many cases, exchanges of stock and mergers between utilities. The 
practical effect of this change will be to deter and prevent the consum- 
mation of such transactions even though approved by regulatory au- 
thority as being in the public interest. 

Customarily, many small utilities companies are involved. Very 
often they have proved unable to meet increased demands for service. 
The integration of such companies into larger utilities is in the public 
interest because the result is to extend the availability of the compara- 
tively low-cost power furnished by the modern and highly efficient 
large-size generating units of established utility systems. 

Second, certain new provisions of subchapter C may block many 
utilities from taking udvecituats of favorable money markets to re- 
finance preferred stock that may be outstanding. Preferred stock is 
generally callable at a relatively high premium. If it has not been out- 
standing for 10 years, the penalty tax is so high that a company could 
not afford to call the stock. In the long run, this would mean that 
our customers would have to pay higher rates than they otherwise 
would. The implications of many of the other new provisions could 
be very serious to us. Therefore, we ask that the effective date of this 
revision of subchapter C be postponed to January 1, 1956, to permit 
further study and possible changes to avoid unnecessary harm to our 
industry. 

Section 1514 retains the 2 percent penalty on consolidated returns, 
and section 243 continues the taxing of 15 percent of dividends re- 
ceived by one corporation from another. In our industry State and 
Federal laws and franchise provisions make subsidiary corporations 
necessary. We can’t avoid it. These two provisions are, in reality, 
multiple taxation. 

We suggest that these inequities be alleviated by: 

(1) Reducing the 2 percent rate to 114 percent rate for 1954, two- 
thirds percent for 1955, and to zero for 1956 and thereafter. 

(2) That a deduction for dividends received of 90 percent, be 
allowed for 1954, 95 percent for 1955, and 100 percent for 1956 and 
subsequent years. 

Now, I want to talk for a moment about double taxation of divi- 
dends—that is, the taxing of corporate earnings, first, in the form of 
the corporate-income tax and, second, by a tax on the individual when 
such earnings are distributed as dividends. As a matter of principle, 
double taxation is wrong. It is essential that a start be isis toward 
its complete elimination from our tax structure. But, beyond the cor- 
rection of this inequity and equally important is the need to remove the 
barriers which today discourage countless citizens from making availa- 
ble venture-type funds. 

A constructive and commendable step has been taken in H. R. 8300, 


in which sections 34 and 116 provide for substantial relief from this 
double tax. 














INTERNAL REVENUE CODE OF 1954 1041 


Since the end of World War II, the Nation’s industries have ex- 
panded at a rapid pace, which has necessitated unprecedented expendi- 
tures for electric-power facilities, from powerhouse to the customer’s 
meter. 

As an industry with earnings restricted by governmental regulation, 
it is not possible for us to obtain from our day-to-day operations all 
of the money we need for new construction. Over 60 percent of our 
requirements must be new money, obtained from willing investors. 
The electric industry forsees continuation of its growth and expects to 
spend over $30 billion on construction during the next 10 years. The 
problem of raising the money for such large scale expenditures is, as 
you will observe, a serious one. 

It is important to the Nation’s welfare that the financing of the ex- 
pansion of the electric industry, and indeed all industry, be on a sound 
basis. This calls for a large part of growth capital to be in the form 
of equity securities. Yet, the postwar record shows that almost $4 
out of every $5 raised by all industry were of debt type. If industry 
continues debt financing at such a rate, the result could be disastrous. 

I believe that this unhealthy economic trend is due largely to double 
taxation of dividends. It was not until 1936 that dividends received 
by individuals became subject to full taxation. This feature has since 
reduced the market for common stock. The steps which have been 
taken in H. R. 8300 toward alleviating the deterrent to investment by 
individuals in venture type securities comes at an opportune time. 
There is evidence that we are in a period of declining business. Ex- 
pansion of our industrial potential has been planned on an extensive 
scale. Business needs all the support that can be given to carry out 
this program. In the process it is important that capital investment 
be provided in adequate amounts. If the economy is to develop on a 
sound basis, sufficient equity money must be forthcoming from the 
nation’s investors—now and in the coming years. 

But the record shows a discouraging picture of interest in equity 
investments on the part of many individuals. 

Here, I would like to show you a chart, to make it a little easier for 
you to follow by remarks. 

According to the Treasury Department statistics, there were 27.6 
million tax returns with yearly joint incomes below $4,500, as shown 
on chart 1. Out of this, only 1.3 million reported some income from 
dividends, leaving 26.3 million potential investors—95 percent of the 
families in this low-income group. From the $4,500 to $10,000 income 
group, there were 6.8 million returns of which 1.1 million reported 
dividend income, leaving 5.7 million potential family-group invest- 
ors—84 percent of this income class. Just taking these two income 
classes alone, there are 32 million family groups who do not own cor- 
porate stock. 

I believe that if the proper tax incentive is provided, a sizable num- 
ber of these noninvestors could be induced to invest some of their sav- 
ings in the equity securities of business over a period of years. It is 
apparent that if only a small percentage of these taxpayers became 
stockholders, the money so realized would provide ample funds for in 
dustrial expansion well into the future. 

Let us see what may happen, and illustrate it by the next chart. If 
we assume that 5 percent of those not now owning securities, with in- 
comes below $4,500 yearly, and 10 percent of those in the $4,500 to 
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$10,000 class would, over a period of time, make a nominal investment 
of $ $2,000 and $4,500 on the average, respec tiv ely, for these groups—— 

The Cuamman. What are the present savings in those groups ? 

Mr. Oaxes. I think the best indication is the growth in savings ac- 
counts in the bank. Some of those could e: isily be transferable to 
equity investment. 1 would say in our own company area, people in 
the group under $4,500 are saving $300 or $400 a year, at least. And in 
the group up to $10,000, something more than that, of course. <A 
great body of people in that group are saving money. There is no 
doubt about it. 

The Cuamman. The question obviously is whether they are spend- 
ing up to the limit of their present income. Or, to put it this way: 
Do they have savings to invest ? 

Mr. Oaxes. I don’t think there is any doubt about it, Senator, be- 

cause the evidence is in the growing savings accounts, and in the 
growing amount of insurance. People do have savings to invest, and 
the amount is growing every year. 

The aggregate of just these two classes, is $5.2 billion. This amount 
equals the total raised by the sale of corporate common stock in the 
past 5 years of record-breaking industrial expansion. 

It would further seem reasonable to expect that under a plan which 
would provide for successive series of increases in the amount of divi- 
dends excluded from tax, additional numbers of investors would be- 
come purchasers of industrial securities, thereby making available 
amounts of capital substantially greater than the $5.2 billion I have 
quoted. 

We are not unmindful of the importance of conserving tax revenues. 
In my opinion, however, the relief of double taxation would tend 
to produce offsetting factors to the tax loss incurred. First, with a 
stimulation in the availability of equity money, a greater amount of 
future financing would be in the form of equities, with a resulting 
smaller use of debt issues. This would increase tax revenues by reason 
of lowered interest deductions. 

Second, it would also be reasonable to expect that the need to con- 
serve cash for expansion would be lessened, resulting in more of in- 
dustry’s earnings being paid out to investors in the form of dividends. 
In 1953 the percentage of profits paid out as dividends was 47.5 
percent, less than half of corporate earnings. 

Any increase in the dividend pay-out would add to the dividend in- 
come of existing holders of securities and, to the extent they are tax- 
able, would be an offsetting factor. It would not take much of an in- 
crease in the dividend pay-out to equal the loss in tax revenues under 
the proposal I have made. Calculations indicate that if the payout 
were increased only 13 percent, the portion of the additional dividends 
would result in increases in tax revenues about equivalent to the loss 
due to the exemption of dividends as proposed in H. R. 8300 which 
ultimately is expected to reach about $800 million. 

This, I believe, is a very important point in the alleviation of tax 
dividends. 

The CuarrMan. Do you have the breakdown of those figures, how 
you reach that conclusion ? 

Mr. Oakes. I can give that to you. I don’t have it here. We will 
be delighted to do so, sir. 

(The information requested follows :) 
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Caloulation of percentage increase in dividend payout to produce an equivalent 
offsetting tax revenue to the $814 million estimated to be lost by exempting 
dividends from income tax as provided under H. R. 8300 


1. Based on 1949 statistics of income of U. 8S. Treasury Depart- 

ment, the weighted average increme nt ‘tax rate for indi- 

viduals applicable to additional amounts of dividends is 

(percent) ......... hei Sa eee 48.3 
2. Assuming that a sum of $81 4 million is to be res alized in taxes 

from an increase in dividend payout, the amount of in- 

creased dividends which would have to be paid out to 

individual stockholders would be $814,000,000 divided by 

0.483 equals______ bah le f . $1, 680, 000, 000 
3. Corporate dividends are paid out to trustees, other corpora- 

tions, etc., as well as individuals. (See note.) Since indi- 

viduals subject to income tax would receive only a portion of 

any increased dividend payout of corporate earnings, the 

total payout, based on 1949 conditions, would therefore be 

$1.68 billion divided by the fraction: Dividends reported on 

individual income-tax returns in 1949 equals $5,000,000,000, 

divided by total dividends of United States corporations 

in 1949 equals $7,500,000,000 equals $1,680,000,000 divided by 

0.67 equals__- a i dain tng A Se, 


4. The ratio of dividend payout to profits (or earnings) after 

taxes, as reported by Department of Commerce, for 1953 
was $9,300,000,000 divided by $19,600,000,000 or (percent) ——— 47.4 

An increase in dividends of $2.3 billion would require a divi- 

dend payout of $9,300,000,000 plus $2,500,000,000 divided by 


19.6 equals $11,800,000,000 divided by 19.6 or (percent) --- 60. 2 

6. Which is an increase in dividend payout of 60.2 percent minus 
€1.4 percent or (pepsent) s.ccadins cas eis ce once 12.8 
NotTe.—Obviously the $2% billion of dividends not reflected in personal income-tax 
returns does generate some tax revenue. This additional tax revenue was not included in 


this study for lack of data. Therefore, the result of 12.8 percent increase in the dividend 
payout is considerably higher than the figure would be if full information was available. 


Mr. Oaxes. I ask your permission to file for the record the 15 briefs 
we have prepared on various subjects in connection with H. R. 8300. 
We have them here. 

The Cuatrman. They will be included. 

Mr. Oaxes. I thank you gentlemen for your attention, and I will 
appreciate any questions you might have. 

The Carman. Thank you for coming. 

(The 15 briefs referred to, plus tables, follow :) 


TABLE 1.—Ectent of ownership of equity securities as shown by 1949 individual 
income-tar returns 





Investment to Number of returns 
Num ber produce dividends not reporting 
Number |of returns; Total shown dividends 
Income class of returns/re porting/amountof Ss 
(thousands) (thou- |dividends dividends 
sands) (thou- | (millions total Per Number | Percent of 
ots r ; ciel 
sands (millions return (thou- j|returns in 
sands class 
(1) (2) ( (4 (5 6 (7) (8 
$0.6 under $4.5__.. | 27,642 1,316 $676 $13, 528 95 
$4.5 under $10_ ; | 6, 836 1,118 829 16, 587 84 
$10 and over_... | 1, 150 630 3, 480 69, 590 520 45 
Total. _-_- 35, 628 3, 064 4, 985 99, 705 32, 564 91 





Col. (1), (2), @), “)— U. 8. Treasury Department, Statistics of Income for 1949, pt. I 

Col. (5) equals amount of dividends in col. (4) capitalized at 5 percent (col. (4) divided by 0.05 
Col. (6) equals col. (5) divided by col. (3 

Col. (7) equals col. (2) minus col. (3) 

Col. (8) equals col. (7) divided by col. (2). 
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TABLE 2.—Income groups under $10,000 are potential source of new capital 





Number of 
tax returns 
not reporting 
dividends 
(thousands) 


Potential 
investment 
of new 
investors 


Assumed Number of Assumed 
percent new inves- | investment 


Annual income class (thousands) becoming tors per new 


investors (thousands) investor (billions) 


$0.6 under $4.5__. . f 1, 316 $2, 000 2. 63 
$4.5 under $10... ........-.--.... 572 4, 500 2. 57 





Sections 6016, 6074, 6154, and 6655: Corporate modified pay-as-you-go proposal. 

Subchapter C: Corporate distributions and adjustments. 

Section 1514: Computation of tax, elimination of 2-percent penalty. 

Section 165 (g) (8) (A): Losses, worthless securities, securities in affiliated 
corporations. 

Section 165: Losses, and section 1231, property used in the trade or business 
and involuntary conversians. 

Sections 104, 105, 106: Sickness and disability benefits. 

Section 171 (b) (1) (B): Amortizable bond premium. 

Section 243: Dividends received by corporations. 

Section 247: Dividends paid on certain preferred stock of public utilities, 

Section 248: Organizational expenditures (Federal stamp tax and other capital- 
stock issuance expense). 

Section 275: Nonparticipating stock. 

Section 461: General rule for taxable year of deduction. 

Section 1341: Computation of tax where taxpayer restores substantial amount 
held under claim of right. 

Section 1505: Consolidated returns for subsequent years. 

Section 1732: Consolidated returns—earnings and profits. 


STATEMENT OF EpIsON ELEecTRIC InsTiTuTE, NEw York, N. Y., Re H. R. 8300 
SECTION 275—-NONPARTICIPATING STOCK 


This section provides that no deduction shall be allowed for any amounts paid 
with respect to nonparticipating stock as defined in section 312 (d). By following 
through section 312 (b) (c) and (d) it becomes apparent that interest paid on 
an instrument which calls for fixed interest payments only if earned would not 
be deductible in determining taxable net income. The code is silent as to the 
treatment of such interest upon receipt by another corporation. It would appear 
that such interest should be subject to the deduction for 85 percent of dividends 
received under section 248 (dividends received by corporations) although no 
specific reference is made thereto. If the payment is not interest it would appear 
that it should be classified as a dividend. It would, therefore, appear appropriate 
for section 243 “Dividends received by corporations” to provide for the inclusion 
of such interest payments as dividends. 


SECTION 247——-DIVIDENDS PAID ON CERTAIN PREFERRED STOCK OF PUBLIC UTILITIES 


Under section 247 of H. R. 8300 a public utility is given a deduction for divi- 
dends paid on certain of its preferred stock. This deduction is the same as the 
credit for dividends paid on utility preferred stock now allowed under section 
26 (h) of the 19389 code. 

Under section 275 of H. R. 8300, however, no deduction—otherwise allowable— 
will be allowed for any amount paid with respect to nonparticipating stock, 
Inasmuch as preferred stock described in section 247 is nonparticipating stock 
within the meaning of section 275, the effect is to disallow under section 275 a 
deduction specifically allowed under section 247—a clear error in drafting. 

Section 247 (a) of H. R. 8300 should be amended by inserting before the words 
“In the case of a public utility,” the words “Notwithstanding the provisions of 
section 275,”. 
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SECTION 171—-AMORTIZABLE BOND PREMIUM 


This provision continues the deduction allowed, at the taxpayer's option, for 
amortizable bond premium, An important change is a new provision that the 
premium on callable bonds may be amortized to the earliest call date only if 
such date is more than 3 years from the date of original issue. According to the 
committee report, if the earliest call date is a date less than 3 years from date 
of issuance, the premium must be amortized to the maturity date. This change 
was inserted to prevent a form of tax avoidance by which a bondholder could 
deduct in 1 taxable year the premium he paid over the call price for bonds with 
a call date within the taxable year. However, the change has the effect of 
discriminating against bonds issued by utilities for the following reasons: 

Most such issues are callable on 30 days’ notice in order to permit refinancing 
if market conditions dictate. The SHC disapproves of noncallable bonds as not 
in accord with the spirit of the Public Utility Holding Company Act. If the 
above change becomes effective, bonds with the earliest call date more than 3 
years from date of issuance, will enjoy a greater desirability because of the 
ability of the holder thereof to amortize his premium over a period shorter than 
the period to maturity, whereas the utility bondholder will be required to 
amortize his premium over the period to maturity. 

It is suggested that section 171 (b) (1) (B) should be modified so as to provide 
that where bonds are callable at any tin.e within 3 years from date of purchase 
it shall be assumed that for purposes of amortization of bond premium, the 
earliest call date is 3 years from the date of purchase. In this way all bonds 
will receive equal treatment and all issuers will be on an equal footing when 
they come into the securities market for financing. 


SECTIONS 104, 105, AND 106—-SICKNESS AND DISABILITY BENEFITS 


Most utility companies provide’ sick and disability pay for their employees. 
In some instances the sick pay is provided through accident or health insurance, 
with benefits paid to the employees and premiums paid by the employers. There 
has been no question as to the taxability of such benefits to the employees, and 
under section 22 (b) (5) of the Internal Revenue Code—these amounts are 
excluded from gross income subject to tax. 

Other companies pay the sick benefits directly to their employees, without 
using an insurance company as an intermediary. In such cases, the benefits 
paid ta employees have been held to be taxable by the Internal Revenue Service 
and the employer is obliged to withhold income tax on the sick pay as wages. 

In the recent case of Epmeier v. United States (199 F. 2d 508, 1952), the Court 
of Appeals for the Seventh Circuit held that payments made directly to an 
employee because of sickness were equivalent to amounts received from health 
insurance as compensation for sickness, and as such were excludable from 
income under section 22 (b) (5). The Internal Revenue Service is not follow- 
ing the Epmeier decision and does not believe that the exclusion under the 
statute includes amounts received by employees as sick or disability benefits 
where such amounts are based in whole or in part on their regular wages. 

In a growing number of States that now include California, Rhode Island, 
New Jersey, and New York, the legislatures have enacted disability-benefits laws. 
Generally, these laws provide for the payment of weekly benefits in lien of 
wages during periods of disability caused by nonoccupational injury or sickness. 
In New Jersey, the disability-benefits law is part of the unemployment-com- 
pensation law; in New York, the disability-benefits law is part of the workmen's 
compensation law. Both of these laws give to the employer the option of pro- 
viding for the payment of benefits to his employees in any 1 or more of 3 
ways: 

(1) Insuring with the State insurance fund; 
(2) Insuring with an authorized private carrier; or 
(8) Self-insurance. 

The Internal Revenue Service holds that benefits paid through a State fund 
or through a private carrier are not taxable income. In I. T. 4000, 4015, and 
4060, issued in 1950 and 1951, the Internal Revenue Service first held that benefits 
received under a self-insured plan as part of a State disability law were non- 
taxable. In 1952, however, the Internal Revenue Service in I. T. 4107 reversed 
its position and now holds that such payments under a self-insured plan may 
be taxable income to the beneficiaries. 
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In addition, some employers had received rulings from the Bureau prior to 
the issuance of I. T. 4107 holding that benefits received under their self-insured 
sick-benefits plans were nontaxable. Although the Bureau has been requested 
by some employers to inform them if their plans fall within the general policy 
laid down in I. T. 4107, the Bureau has not done so. 

The results of these cross currents in the field of sickness and disability 
benefits are confusion and inequity. Some employers, on the basis of I. T. 4107, 
are withholding income tax on sick pay as wages where these payments are 
made under self-insured plans, In other instances, where individual rulings had 
been issued, the employer is not withholding. Likewise, the employees under 
these self-insured plans are confused and uncertain as to the tax status of their 
sick payments. 

As matters now stand, employees receiving benefits under sick-pay plans or 
State disability laws are in an equivocal position, and as between the employees 
of different employers there is inequality of tax treatment with respect to sick 
payments. If the employer provides for the sick pay through an insurance com- 
pany, his employees do not receive taxable income. If the employer provides 
the same payments through a self-insured plan, the employee may be taxable. 
We believe that the result should be the same whether the payment is made 
through a State fund or private carrier or under a self-insured plan. 

The necessity to clarify the tax status of sickness and accident benefits, 
whether under an insured or noninsured plan, by providing a uniform set of 
rules was recognized by the House Ways and Means Committee and resulted in 
the inclusion of sections 104, 105, and 106 in the Internal Revenue Code of 1954. 

However, certain provisions of section 105 require further clarification in 
order to eliminate discrimination between different sick plans of various em- 
ployers and the increased administrative difficulties of the employer in connec- 
tion with their withholding responsibilities. To eliminate such discrimination 
and for further clarification it is recommended that consideration be given to 
adopting the following suggestions: 

1. Distinguish by definition, “compensation for personal injuries or sickness” 
and “payment of compensation for loss of wages during a period of sickness.” 

2. For the purpose of defining a qualified employer’s accident, sickness, or 
health plan, adopt language similar to that contained in subsection 1426 (a) (2) 
of the 1939 code relating to the exclusion of such payments from the definition 
of wages for social-security tax purposes. 

8. To avoid discrimination arising as a result of sickness and accident plans 
containing waiting periods of various duration, no waiting period provision 
should be a requirement in an employer's plan. However, if a waiting period 
provision is contained in an employer’s sickness and accident plan, the proposed 
code should require a uniform waiting period during which the compensation 
for sickness of accident is to be deemed includible in gross income. 

If suggestions 1 to 3 above are adopted, it is believed that the effect will not 
only be to further clarify this situation but will eliminate any inequity and 
discrimination between taxpayers and will keep to a minimum the administrative 
difficulties of employers in connection with their withholding responsibilities. 
SECTION 165——-LOSSES; SECTION 1231—PROPERTY USED IN THE TRADE OR BUSINESS 
AND INVOLUNTARY CONVERSIONS 


The authority for deduction of losses resulting from fire, storm, theft, or other 
casualty in H. R. 8300 is contained in section 165 which allows a deduction of 
“any loss sustained during the taxable year and not compensated for by insurance 
or otherwise.” A similar rule appears in existing section 28 (f). 

However, section 1231 (covering existing section 117 (j)) requires the tax- 
payer to group these losses in a given year with gains or losses which arise 
from— 


(1) sales or exchanges of property used in trade or business held over 
6 months, and 

(2) involuntary conversion of trade or business properties or of capital 
assets held over 6 months. 

If the total of these items including losses from fire, storm, theft, ete., pro- 
duces a net gain for the taxable year, such gain is taxable under present rates 
at 26 percent. Where the net result is a loss for the taxable year, such loss is 
fully deductible against ordinary income, reducing the amount taxable by 52 
percent at present rates. 
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Accordingly if a corporation sustains a loss from a casualty, for example, a 
storm loss which normally would be deductible from ordinary income with ap- 
propriate tax benefit of 52 percent, it is compelled to apply such loss against 
any gains from sales or exchanges of property used in trade or business which 
happen to occur in the same year, thus reducing the tax benefit of the loss to 
26 percent. 

Fire, storm, and other losses are occurrences which by their nature should call 
for the fullest possible tax relief. Obviously the taxpayer cannot deliberately 
control the point of time they are incurred so as to obtain the maximum tax 
penefit. A storm for example, giving rise to a loss to a calendar-year taxpayer, 
should afford the same measure of tax relief whether it strikes on December 
31 or January 1 and there is no reason why the tax result should be influenced 
by a Wholly unrelated transaction which happens to have been consummated 
during the same year. 

The inequitable result described may be remedied by amendment of section 
1231 (a) (2) as follows: 

Striking out the words “destruction, in whole or in part, theft or seizure” 
and adding the following: 

“(3) Only the excess of gains over losses upon the destruction in whole or in 
part or theft or seizure of property used in the trade or business or capital assets 
held for more than 6 months shall be considered for the purpose of subsection 
(a) and 

‘*(4) The excess of losses over gains upon the destruction in whole or in part 
or theft or seizure of property used in trade or business or capital assets held 
for more than 6 months shall be deductible under section 165.” 

This amendment would permit deductions for casualty losses to stand alone 
under section 165 as intended. 


SECTION 165 (G) (3) (A) LOSSES, WORTHLESS SECURITIES, SECURITIES IN AFFILI- 
ATED CORPORATIONS (CAPITAL GAINS AND LOSSES) 


The present Internal Revenue Code contains an inequity with respect to the 
nondeductibility by corporations of net long-term capital losses when they are 
in excess of net short-term capital gains for the current tax year. The fact 
that capital losses may be carried forward for a period of 5 years as an offset 
to net capital gains in those years, does not relieve the inequity since public- 
utility corporations ordinarily do not have large amounts of capital gains. 

Such net losses in the case of a public utility are usually the result of trans- 
actions which are an integral and essential part of the corporation’s operations. 
Utility companies occasionally make investments in the capital stock of local 
industries with the object of promoting local employment and business activity 
which, in turn, will increase the utility‘s revenues and scope of operations. Also, 
two or more corporations may jointly invest in the stock of a new corporation 
for the purpose of promoting, in close collaboration with a governmental author- 
ity, the national-defense effort or for some other public purpose. 

For example, a group of electric utilities has recently organized a separate 
corporation to develop electric resources for the Atomic Energy Commission. 
The electric industry is joining chemical companies in research in the develop- 
ment of generating electricity from nuclear energy. Also, investments have 
been made in corporations engaged in research for developing new products 
from natural gas and oil. 

Such necessary exploratory and research undertakings are made, in many 
instances, through separate corporations with the knowledge that partial or com- 
plete failures may result in many instances. 

In the cases mentioned, the corporate taxpayer will, in most instances, own 
less than 80 percent (present law 95 percent) of each class of the eapital stock 
of the corporation and thus will not come within the requirements of section 
165 (g) (3) (A)—H. R. 8300. This section provides that if 80 percent (present 
law 95 percent) or more of each class of stock of the corporation is held by 
another corporation, then any loss resulting from such investment is deductible 
as an ordinary loss. 

In order to arrive at true corporate net income for any tax year it is urged that 
section 165 (g) (3) (A)—H. R. 8300 be amended so that all net losses of 
corporations in investments, when incurred as a result of a transaction entered 
into for the purpose of advancing their main business, and which is incidental 
thereto, should be allowed in full as an ordinary loss in the year the loss occurs 
and that such losses should not be limited to corporations owning 80 percent 
or more of the stock of the company as to which the loss is realized. 
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SECTION 461—-GENERAL RULE FOR TAXABLE YEAR OF DEDUCTION 


Section 461 (c) (1) of H. R. 8300 requires a taxpayer who reports income and 
deductions on the accrual basis to accrue real property taxes ratably over the 
period to which such taxes are related. Section 461 (c) (2) provides that the 
foregoing rule does not, however, apply to any real property tax to the extent 
that such tax was allowable as a deduction under the 1939 code for any taxable 
year beginning before January 1, 1954. The operation of these two provisions 
may result in considerable inequity to some accrual-basis taxpayers for the year 
1954. That inequity can be illustrated by the following situation. 

In many areas in the State of New York, for example, real property assess- 
ments are made as of July 1. Under practice approved by the Commissioner of 
Internal Revenue for many years, an accrual-basis New York taxpayer may 
accrue real property taxes as of July 1, even though such taxes are for the 
succeeding calendar year. Hence, such an accrual-basis taxpayer can accrue 
on its 1953 Federal income-tax return real-estate taxes assessed as of July 1, 1953, 
even though the tax so assessed is in fact attributable to 1954. 

Under section 461 (ce) (2) of H. R. 8300, an accrual-basis taxpayer in New 
York who had accrued as of July 1, 1954, real-estate tax attributable to 1955 
would be denied any deduction on its 1954 return for real-estate taxes. The 
reason for such a result is that the real-estate tax assessed as of July 1, 1954, 
could be deducted only in 1955 under section 461 (c) (1) inasmuch as such tax 
is attributable to that year. Unless, therefore, a deduction is allowed on the 
1954 return for real-estate taxes, a heavy and inequitable penalty is inflicted on 
the taxpayer for 1954 merely because of proper accruals on the 1953 return under 
the 1939 code. 

Relief from such a penalty is clearly indicated. 

The relief suggested could be provided by amending section 461 to permit an 
election to be made by the taxpayer to continue the method heretofore used in 
accruing real-property taxes, the permissible election being limited to taxpayers 
whose real-property taxes accrue under the 1939 code in the year preceding that 
to which said taxes are attributable and who have used such accrual date in years 
prior to 1954 as the basis for deducting the real-property taxes. 

Section 461, if amended as suggested, would then more fully accord with the 
intent of the House Ways and Means Committee report as indicated in the general 
comments thereon, item F, page 50, in which permissive language is used. 


SECTION 2438-——DIVIDENDS RECEIVED BY CORPORATIONS 


Section 243 of H. R. 83800 in effect continues the taxing of 15 percent of 
dividends received by one corporation from another domestic corporation. 

Thus, H. R. 8300 fails to correct the inequity which was recognized by the 
President in his message to Congress on January 21, 1954, in which it was stated: 
“I also recommend that the penalty tax on consolidated returns and intercor- 
porate dividends be removed over a 3-year period.” The gradual elimination 
of this inequity, in line with the President’s recommendation, could be accom- 
plished by increasing the dividend-deduction allowance to 90 percent for the 
year 1954, 95 percent for the year 1955, and 100 percent thereafter. 

Historically, payments of intercorperate dividends have been treated for 
Federal income-tax purposes as nontaxable transfers of funds from one corpora- 
tion to another. Prior to the Revenue Act of 1936, a corporation receiving 
dividends incurred no tax thereon. Full recognition was given to the principle 
that a corporate tax had already been paid upon the earnings distributed as 
dividends. 

Ever since the enactment of the Revenue Act of 1936, 15 percent of intercorpo- 
rate dividends have been subject to tax. 

In 1936, with a corporate income tax rate of only 15 percent, the effective 
tax rate on intercompany dividends was only 2.25 percent. Under the present 
52 percent tax rate, the effective rate on intercompany dividends is 7.8 percent. 
Thus, the burden of this economically unsound tax has become much heavier 
than when first imposed. 

The only asserted reasons and possible justification for taxing intercorporate 
dividends have long since disappeared. In a message to Congress by the Presi- 
dent of the United States dated June 19, 1935, the President recommended the 
substitution of a corporate income tax graduated according to the size of 
corporation income in place of the then uniform rate of 13% percent. The 
President supplemented this recommendation with the following: 
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“Provision should, of course, be made to prevent evasion of such graduated 
tax on corporate incomes through the device of numerous subsidiaries or 
affiliates, each of which might technically qualify as a small concern even though 
all were in fact operated as a single organization. The most effective method 
of preventing such evasions would be a tax on dividends received by corporations.” 

Corporate tax on an extensive graduated scale has long since been discarded. 
Tax avoidance under the present division of the corporate tax rate into normal 
and surtax today is largely prevented by other provisions of law. Thus the 
penal motivation of this tax has been removed and therefore the tax itself 
should also be removed. 

The burden of the tax is particularly onerous upon a public utility system 
Legal and operating consideration, State laws, requirements of corporate char 
ters and franchises, the operation of regulatory process and the like contribute 
to the necessity of separate corporations as a fully integrated and closely affiliated 
utility system operating in several States. The considerations named prevent 
the creating by merger of a single corporation, the 2 percent penalty imposed 
in the filing of consolidated returns forecloses relief in this direction and thus 
the intercorporate dividend tax in a very real sense is not only the triple taxing 
of the same income, i. e., to subsidiary—to parent—to stockholder—but is in fact 
a penalty tax. 

The chain of taxation may be shown thus: 


Corporation 8 with a net income before tax of $1,000,000 pays a tax of. $520, 000 
S disburses its remaining net income in dividends to corporation P, 

the latter paying thereon a tax of 7.8 percent , : 87, 440 

Total + a : ack ‘ 557, 440 

The income has been taxed at 55.7 percent and of course the effective rate 
increases progressively if the corporate chain is longer. Moreover when the 
income passes to the parent corporation’s stockholders there is a further imposi- 
tion of normal tax and surtax at high rates. The inclusion of a penalty tax in 
this chain of taxation is whollv without justification 

The inequity should be corrected by eliminating the present tax on divi- 
dends from one domestic corporation to another. 


SECTION 1341 COMPUTATION OF TAX WHERE TAXPAYER RESTORES SUBSTANTIAI 
AMOUNT HELD UNDER CLAIM OF RIGHT 


Section 1341 provides for an alternative computation of tax where a taxpayer 
restores a substantial amount which was included in gross income for a prior 
taxable year because it appeared that the taxpayer had an unrestricted right 
to the item of income. 

The section is made inapplicable specifically to sales of stock in trade or prop 
erty of a kind properly includible in inventory. 

The report of the Committee on Ways and Means of the House of Representa- 
tives at page A294 indicates that the reason for such exclusion is that “an accrual 
basis taxpayer may instead estimate sales returns and guaranties in accordance 
with section 462.” 

Regulated public utility companies are frequently in the position of collecting 
revenue for the sales of their service or products during a period in which their 
rates are under review by a regulatory authority and as the result of decision 
of the regulatory authority must refund to their customers amounts included in 
gross income in a prior taxable year. 

Although the wording is not clear, it would appear that sales of electric energy 
and gas may fall within the scope of the exception provisions of subsection (b) 
(2) of section 1341. Utility companies of course are not in the position of making 
sales returns that would qualify for relief under section 462. 

Since the general relief purposes of section 1341 are clearly pertinent to utility 

companies under the circumstances as explained hereinabove the inequity may be 
corrected by amending section 1341, subsection (b) (2), by changing the period 
at the end to a comma, and adding the following: 
“anless the deduction arises out of refunds or repayments required to be made by 
a corporation whose rates are fixed by a State or political subdivision thereof, or 
by a publie service or public utility commission of a State, or a political subdivi- 
sion thereof, or of the District of Columbia, or by an agency or instrumentality 
of the United States.” 
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248-——-ORGANIZATIONAL EXPENDITURES (FEDERAL STAMP TAXES 
CAPITAL STOCK ISSUANCE EXPENSE) 


SECTION AND OTHER 





H. R. 8300, at section 248—Organizational expenditures, has made a step in 
the right direction by providing that certain organizational expenditures of a 
corporation may, at its election (made in accordance with regulations prescribed 
by the Secretary or his delegate), be treated as deferred expenses in computing 
taxable income. Such deferred expenses would be allowed as a deduction 
ratably over a period of not less than 60 months, as may be selected by the 
corporation (beginning with the month in which the corporation begins business). 

In section 248, the term ‘organizational expenditures” is defined to mean any 
expenditure which— 

(1) Is incident to the creation of the corporation ; 

(2) Is chargeable to capital account; and 

(3) Is of a character which, if expended incident to the creation of a corpo- Es 
ration having a limited life, would be amortizable over such life. 
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to rais@é money through bond financing since the expenses of such financing 
including the items referred to above are deductible pro rata over the term of 
the bond issue. However, public utilities cannot rely only on bond financing 
to meet their capital requirements. In their case because of the need to main- 
tain credit rating and the necessity of complying with regulatory requirements 
there is a compulsion to maintain a balanced capital structure comprising ap- 
proximately 50 percent debt and 50 percent or more preferred and common 
stocks. 

Under the circumstances recited, the issuance of stock is a regular part of 
the utility’s business and the recurring expenses associated therewith are just 
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is much an ordinary and necessary expense as any other item of operating- 
expense nature. It is inequitable, therefore, that these expenses should be capi- 
talized and not permitted as a deduction in the determination of the utility's 
net income when they are such an integral part of the year-by-year operations 
of the average utility. 

The impact of these expenses under modern-day procedure is vastly greater 
than it was in the early years of the growth of the corporate form of business. 
Present-day laws very properly set up elaborate safeguards for the benefit of 
the investor in the issuance of securities, compliance with which is an expensive 
process. Issuance taxes long in the law were initially at a much lower rate 
than obtains at the present time. As these and other expenditures described 
herein have increased and multiplied in class and extent they have lost entirely 
whatever slight capital characteristic they once may have had under a theory 
of law initially developed at a time when such expenditures were relatively few 
in kind and nominal in amount. 
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This section provides for an election of a method for allocation of consolidated 
income-tax liabilities among the various members of the group for earnings and 
profits purposes in the first consolidated return to be filed for a taxable year 
beginning after December 31, 1953. Once an election is made, the particular 
method of allocation must be continued as long as consolidated returns are filed. 
The majority of utility companies filing consolidated returns allocate the con- 
solidated return tax liabilities in accordance with rules prescribed by the Secu- 
rities and Exchange Commission. It is possible that subsequent to the enact- 
ment of the proposed code that SEC might change its method of allocation of 
consolidated tax liabilities. The rules outlined in section 1732 do not provide 
for such a contingency with the result that one method of allocation would be 
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SECTION 248--ORGANIZATIONAL EXPENDITURES (FEDERAL STAMP TAXES AND OTHER 
CAPITAL STOCK ISSUANCE EXPENSE) 


H. R. 8300, at section 248—Organizational expenditures, has made a step in 
the right direction by providing that certain organizational expenditures of a 
corporation may, at its election (made in accordance with regulations preseribed 
by the Secretary or his delegate), be treated as deferred expenses in computing 
taxable income, Such deferred expenses would be allowed as a deduction 
ratably over a period of not less than 60 months, as may be selected by the 
corporation (beginning with the month in which the corporation begins business). 

In section 248, the term “organizational expenditures” is defined to mean any 
expenditure which 

(1) Is incident to the creation of the corporation ; 

(2) Is chargeable to capital account; and 

(3) Is of a character which, if expended incident to the creation of a corpo 
ration having a limited life, would be amortizable over such life. 

The report of the Committee on Ways and Means to accompany H, R, 8300 
states: “This treatment will conform tax accounting more closely with general 
business accounting for these costs.” However, the same report of the com 
mittee goes on further to say: “This provision is not applicable to the profes 
sional fees and other expenses incurred in connection with stock issues or trans 
fers of corporate assets in reorganization. As is now the generally accepted 
practice, these expenses are to be charged directly to the capital paid in to the 
corporation as a result of the transaction.” 

The proposed new code section 248, therefore, will continue to deny as a deduc 
tion from gross income certain expenses of organization of a corporation and 
issuance of its capital stock, such as: Attorneys and accountants fees, Federal, 
State and local taxes, filing fees, investment counsel fees, transfer agent and 
registrar fees, printing, engraving, advertising, and other administrative expenses 
connected with the issuance of stock securities. The theory for not permitting 
such expenses as deductions from gross income appears to be that such expendi- 
tures are a reduction of the amount received by a corporation upon issuance of 
its stock, and therefore, represent merely a reduction of the capital invested by 
the stockholders rather than an employment of such capital for the purposes of 
the business. 

Expenses of issuance of stock, preferred or common, subsequent to original 
organization including Federal issuance taxes, are similarly treated as non 
deductible capital items. The capital theory of such items has evolved over 
the years through court decisions which, in turn, have given rise to Bureau 
rulings resulting in the present rate is indicated, 

This rule had its inception at a time when corporate financing and corporate 
organization were handled on a very different basis than exists under today’s 
conditions. Accordingly, the rule should be reexamined in the light of th: 
reorientation in financing of the utility business. 

The raising of capital through issuance of stocks and bonds is one of the 
most important aspects of the utility industry. It is common knowledge that 
large amounts of new money are required continually in the development and 
expansion of the industry. On the average $4 invested in plant and equipment 
is required for every $1 of revenue, as compared with manufacturing indus 
tries which average $1 or less invested in property for every $1 of revenue. 
Moreover the utility industry faces a dual problem of heavy capital require- 
ments in order to maintain growth, with a comparatively small amount of re 
tained earnings with which to finance such expansion. a consequence it 
is an entirely ordinary and necessary function of the inci y to go repeatedly 
to the public money market to raise a major portion of \uwe funds required to 
serve the public. 

From an income-tax standpoint it would be more advantageous to the utility 
to raise money through bond financing since the expenses of such financing 
including the items referred to above are deductible pro rata over the term of 
the bond issue. However, public utilities cannot rely only on bond financing 
to meet their capital requirements. In their case because of the need to main- 
tain credit rating and the necessity of complying with regulatory requirements 
there is a compulsion to maintain a balanced capital structure comprising ap- 
proximately 50 percent debt and 50 percent or more preferred and common 
stocks. 

Under the circumstances recited, the issuance of stock is a regular part of 
the utility’s business and the recurring expenses associated therewith are just 
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is much an ordinary and necessary expense as any other item of operating 
expense nature. It is inequitable, therefore, that these expenses should be capi- 
talized and not permitted as a deduction in the determination of the utility's 
net income when they are such an integral part of the year-by-year operations 
of the average utility. 

The impact of these expenses under modern-day procedure is vastly greater 
than it was in the early years of the growth of the corporate form of business. 
Present-day laws very properly set up elaborate safeguards for the benefit of 
the investor in the issuance of securities, compliance with which is an expensive 
process, Issuance taxes long in the law were initially at a much lower rate 
than obtains at the present time. As these and other expenditures described 
herein have increased and multiplied in class and extent they have lost entirely 
whatever slight capital characteristic they once may have had under a theory 
of law initially developed at a time when such expenditures were relatively few 
in kind and nominal in amount. 

The following items, which have every aspect of ordinary and necessary 
expense, are incurred every time an issue of stock is sold, and, therefore, 
should be allowed as deductions from gross income: Securities and Pxchange 
Commission filing fees: State corporate filing fees; State regulatory filing fees: 
Federal, State, and local taxes; legal, engineering, and accounting services; 
investment counsel fees; transfer agent and registrar fees; printing; engraving: 
advertising: and other administrative expenses in connection with issuance of 
stock securities. 

In any realistic concept of net income subject to tax the treatment of these 
expenditures as nondeductible is difficult to understand. By their very nature 
they are clearly essential, ordinary, recurring expenses of doing business and 
should be so treated, consistent with the overall statutory scheme of allowing 
all ordinary and necessary epenses of conducting a business, as deductions from 
the income of the business. 

It is respectfully submitted, therefore, that section 248 of the proposed Internal 
Revenne Code of 1954 should be extended so as to allow the deduction of these 


expenditures, 








































CONSOLIDATED RETURNS FOR SUBSEQUENT YEARS 





SECTION 1505 





This section provides that if a consolidated return is made for a taxable year, 
consolidated returns must be filed for subsequent years unless the code has been 
amended subsequent to the election, thereby making the filing of consolidated 
returns substantially less advantageous than separate returns. Furthermore, 
the expiration of any provision in the code is considered an amendment. The 
report of the Ways and Means Committee, page A-—298, indicates that the appli- 
cable year of the change is not to be considered. An example was cited to the 
effect that if an affiliated group filed a consolidated return for the calendar year 
1953 subsequent to the date of enactment of the Internal Revenue Code of 1954, 
it is required to file a consolidated return for the taxable year 1954, even though 
the new code does not take effect until 1954, and even though the excess-profits 
tax provisions expired in 19538. 

It is submitted that this particular provision of the section is inequitable and 
that a new election should be given in the first applicable year of any amendment 
to the code that makes it substantially less adyantageous to file consolidated 
returns, 

This correction of H. R. 83800 may be accomplished by striking the clause 
“regardless of th« Tective date of such amendment” from subsection (a) (2) 
of section 1505. 


































SECTION 1752—-CONSOLIDATED RETURNS ; EARNINGS AND PROFITS 





This section provides for an election of a method for allocation of consolidated 
income-tax liabilities among the various members of the group for earnings and 
profits purposes in the first consolidated return to be filed for a taxable year 
beginning after December 31, 1958. Once an election is made, the particular 
method of allocation must be continued as long as consolidated returns are filed. 
The majority of utility companies filing consolidated returns allocate the con- 
solidated return tax liabilities in accordance with rules prescribed by the Secu- 
rities and Exchange Commission. It is possible that subsequent to the enact- 
ment of the proposed code that SEC might change its method of allocation of 
consolidated tax liabilities. The rules outlined in section 1732 do not provide 
for such a contingency with the result that one method of allocation would be 
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used for Federal income-tax purposes and another method would be used for 
SHC purposes. 

This objection to section 1732 would be obviated by providing that subsection 
(a) (4) thereof be changed as follows: 

(4) The tax liability of the group may be allocated in accord with any other 
method selected by the group at any time with the approval of the Secretary 
or his delegate. 


SECTION 1514 





COMPUTATION OF TAX-ELIMINATION OF 2-PERCENT PENALTY 





H. R. 8300 continues the present 2-percent penalty when consolidated returns 
are filed. The penalty tax was first imposed by the Revenue Act of 1932 largely 
because of the contention that in the filing of a consolidated return the loss of one 
corporation could be used to reduce the net income of another. At that time the 
corporate tax rate was 13% percent. Developments in the tax law over the 
intervening 22 years plus an increase of 38 percentage points in the tax rate have 
removed whatever reasons may have existed for the penalty. The alleged ad- 
vantage in 1932 has been nullified by the 1-year carryback and 5-year carryover 
of net losses, allowing in all a 6-year period for application of losses of 1 year 
against profits of other years. 

Not only have two congressional committees recommended that the penalty 
tax be abolished, i. e., the Senate Committee on Finance in May 1982 and the 
Committee on Ways and Means in February 1934, but the President of the United 
States in his budget message of January 21, 1954, also recommended its elimina 
tion. 

The desirability of consolidated returns for closely affiliated corporations has 
long been recognized as such from the viewpoint of preventing tax avoidance as 
for any other reason. When a more accurate determination of taxable income 
thus is achieved the imposition of a penalty is anomalous and has no justification. 

Especially is this true of the public-utility industry. Many public-utility 
systems are required to operate through the medium of subsidiaries because of 
State laws, franchise requirements, etc. Thus, some States require that a 
utility operating within the geographical limits of the State shall be incorporated 
in that State, even though the separate corporation is a part of an integrated 
utility system operating through closely affiliated corporations in several States. 
In other cases, the use of a subsidiary to supply part of the service or part of the 
facilities through which the service is rendered, may be necessary because of 
joint ownership of property, franchise requirements, or similar reasons over 
which the regulated public utility has no control. It is inequitable to require 
the payment of a Federal tax penalty because of the requirements of State or 
local law or other mandatory conditions. 







SECTIONS 60146, 6074, 6154, AND 6655—CORPORATE MODIFIED “PAY-AS-YOU-GO”" 
PROPOSAL 


The Internal Revenue Code of 1954, as embodied in H. R. 8300, contains pro 
visions (secs. 6016, 6074, 6154, and 6655) which would require certain corporate 
taxpayers to estimate, declare, and pay a portion of their normal tax and surtax 
(under sec. 11 or 1201, or subch. L of subtitle A) during the year in which the 
income giving rise to such tax is recognized. This plan, as embodied in the 
aforementioned sections, is hereinafter referred to as the “proposal.” 

Background of the proposal 

The ideas embodied in the proposal originate from two events of tax legis- 
lative history : 

(1) The placing of tax payments of individuals on a pay-as-you-go basis, 
which was accomplished by the Current Tax Payment Act of 1943. 

(2) The speedup of corporation taxpayments, which was placed in the code 
by the Revenue Act of 1950. 

To date, corporations have paid these taxes in the year subsequent to the year 
to which the taxes applied. Thus 1953 taxes will be paid during the year 1954. 
Of course, the companies accrued these taxes on their books in 1953 but used 
the cash for other corporate purposes. They probably are making the tax- 
payments in 1954 out of current revenues. 

Prior to 1951, corporations made these taxpayments in equal quarterly pay- 
ments. In that year, as noted in point (2) above, a progressive change in the 
proportion paid each quarter was initiated. In order to illustrate the proposal, 
assume a company paying $100,000 each year in Federal corporate income taxes. 
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Payment of preceding year’s taxes 






Taxes paid in 
Mar. 15 | June 15 | Sept. 15 Dee. 15 | Total 





















1950 $25, 000 $25, 000 $25, 000 $25, 000 $100, 000 
1951 30, 000 40, OOO 20, 000 20, COO 106, 000 
) 35, 000 $5, OOO 15, 0CO 15, 000 100, 000 
1953 40, 000 40, 000 10, CO 10, 000 100, 000 
954 45, 000 45, 000 5, 000 5, 000 100. 000 
55 0, 000 50, 000 0 0 100, 000 







The increase in the amounts paid in the first two quarters has adversely 
affected working capital, but since it was gradual the change has not attracted 





much attention. 

H. R. 8800, however, proposes to pay a progressively larger proportion of the 
current year’s taxes each year until the corporation is back on the equal quar- 
terly payment basis. Taxes paid would work out as follows (as to the assumed 








taxpayer) : 










syment of preceding Payment of current 










year’s taxes year’s taxes 
Taxes paid in 











Mar. 15 June 15 Sept. 15 Dee. 15 















$50, 000 $50, 000 $5, 000 $5, 000 $110, 000 










1956 45, 000 45, 000 10, 000 10, 000 110, 000 
1957 40, 000 40, 000 15, 000 15, 000 110, 000 
1958 $5. 000 $5, 000 20, 000 20, 000 110, 000 
1959. 10, OOO 30, 000 25, 000 25, 000 110, 000 
1WOO0. 25, OOK 25, 000 2 un 25, 000 100, 000 






Thus in a 5-year period the assumed taxpayer would pay $50,000 (10 percent) 
more than its payments would have been under the old system. As the electric 
utility industry is growing this proposal will cost the taxpaying electric utilities 
$50 million or more extra cash during the 5-year period. 

There is no practical way to recover this cash from the consumer rate payers 
during the 5 years. <A corporation would never catch up with the money unless 
it liquidated. 











Objections to the proposal 

The proposal, as embodied in H. R. 8800, is objectionable for several reasons 
the nost important of which will be briefly enumerated below: 

(1) H. R. 8300 provides, in section 11, that the present 52 percent maximum 
corporate rate be reduced as of April 1, 1955, to a maximum of 47 percent (both 
percentages represent the combined maximum normal and surtax rates). 

It has often been said that corporations would be afforded relief from the 
present burdensome income-tax rates next year. We are forced to conclude that 
only the letter but not the spirit or substance of this assurance is reflected in 
H. R. 8800. It is exceedingly difficult to find the promised and deserved relief 
in a tax reduction from 52 percent to 47 percent when, in the year that such 
reduction goes into effect, a 5-year plan is effectuated which calls for an annual 
10 percent increase in tax dollars paid. The cash payment speed-up is all the 
more objectionable because it represents a “back door,” or concealed, method of 
accelerating the flow of tax dollars into the Federal Treasury. 

For a corporation whose life expectancy extends far into the future the pro 
posal would, for all practical and immediate purposes, be quite similar to a tax 
rate increase for the transition years on a non-pay-as-you-go basis. 

(2) The operation of the proposal would, in some cases, result in the payment 
of tax on income which is not earned, or is indeterminate, as of the date of pay 
ment. A law is manifestly unjust if it forces a taxpayer, whether corporate 
or individual, to estimate income, which cannot be determined with finality 
until many months later, and then levy a penalty for failure to make a satisfac- 
tory estimate. 

Although the penalty to be assessed by the proposal is only applicable to an 
underpayment, an overpayment, in effect, carries its own informal penalty, 
which is no less real as to detriment. 
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(3) One of the cornerstones of accounting theory is the periodic determination 
of income on the basis of the calendar or fiscal year. ‘Taxable income is like 
wise so determined. Corporations should not, as a matter of principle, be 
forced to determine taxabie income on a basis other than a completed taxable 
year, even though such requirement may be rationalized by the use of the word 
“estimate.” 

(4) The compelling reason for placing individuals on a so-called pay-as-you-go 
System was to enable the Government to collect the burdensome taxes which 
came into being with the Revenue Act of 1942. It was a matter of expediency 
In fact, it was a matter of absolute necessity. 

The corporate tax rate in 1955 will, presumably, be no higher than it has been 
in 1952 and 1953 (it is, of course, now proposed that it be reduced). During the 
past 2 years no unusual difficulty has been encountered in collecting income tax 
due from corporations, There is simply no justification in presuming that a 
modified pay-as-you-go system is needed to insure collection of income tax from 
corporations. 

(5) When the pay-as-you-go plan was applied to individuals, under the Current 
Tax Payment Act of 1943, doubling up of payments was avoided by, in effect, 
“forgiving” 75 percent of the lesser of the tax for the years 1942 or 1943, and 
equally dividing payment of the remainder between the years 1944 and 1945 

There are no “forgiveness” provisions embodied in the current proposal. 

(6) It has been stated that: “The irregularity of tax receipts increases the 
problems in managing the public debt and is an unsettling influence in the money 
markets. The irregularity of tax payments also makes it harder for corpora 
tions to manage their own financing.” 

It is respectfully submitted that relevant problems of management of the 
public debt or of corporate finance are the result of accelerated payments of 
income tax and the cure does not lie in further acceleration which would result 
in annual 110 percent tax payments during the transition period. 


Recommendation 

It is, therefore, recommended that sections 6016, 6074, 6154, and 6655, pertain 
ing to declaration and payment of estimated tax by certain corporations on a 
modified so-called pay-as-you-go basis, be deleted in their entirety from H. R. 8300. 


SUBCHAPTER C-—CORPORATE DISTRIBUTIONS AND ADJUSTMENTS 


The taxpaying public utility industries are operated impartially for customers, 
employees, and investors. The electric and gas industriea in general are regu 
lated as to operations, rates, and capital structure, all of which are in the public 
interest. Such public utility industries should be distinguished from unregu 
lated corporate taxpayers which are not as rigidly bound by the requirements of 
various governmental bodies. 

The restraints and restrictions of subchapter C designed to eliminate certain 
tax abuses with respect to securities will work unfair and burdensome hardships 
upon regulated industry. The various tax avoidance devices intended to be 
eliminated by subchapter C may have no relevance to an industry subject to close 
regulatory scrutiny. Nevertheless the restraints and restrictions proposed in 
subchapter C work an unfair hardship upon our regulated industries as herein 
after indicated. 

Electric and gas utilities must expand with the growth of population and the 
economy. Construction expenditures during the next 10 years by the electric 
industry alone are estimated to be $32 billions. Expenditures for property 
additions during 1954-56 by both electric and gas industries are estimated at 
$10.7 billions, the estimate for gas amounting to $2.3 billions with the estimate 
for electric aggregating $8.4 billions. The great bulk of capital for such esti- 
mated expenditures must be obtained from investment sources. 

Changing money market conditions frequently require refinancing of capital 
structures which must be balanced as to ratios of debt, preferred stock, and 
equity capital. In order, marketwise, to attract additional equity investment 
and maintain appropriate ratios of debt to equity it is frequently desirable to 
substitute a lower dividend rate on preferred stock for an existing higher rate 
issue to the benefit of consumer, employee, and investors. The provisions of 
subchapter C of H. R. 8300 interpose barriers to such refinancing. The “penalty 
transfer tax” provisions of section 309 were proposed ostensibly to prevent 
“preferred stock bail-outs” and distribution of corporate surplus taxable at 
capital gains rates to selected or preferred proprietors. 
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In equity and in fact there is no reason whatever why these “loophole closing” 
provisions should be applied to regulated utilities. Preferred stocks of public 
utilities are not issued as a tax-free bonus on common stock. It was not uncom- 
mon years ago for preferred stocks to be issued for cash or property at an average 
book figure of about $90 per share which was the then arm’s-length going money 
rate of about a $7 preferred dividend rate with a call premium of $10. In cases 
where any of such stocks are still outstanding the money market rate at this 
time would dictate refinancing. Under the proposed provisions of section 309, 
a public utility would be penalized by a transfer tax and criticized if it did not 
refinance. The penalty to the utility for calling such preferred stock at $110 per 
share would be at an 8&5 percent tax rate applied to the excess of 105 percent 
of the amount paid in ($90) or $13.18 ($90 105%=—94.50; 110—94.50—15.50; 
15.50 X 85% =$13.18). 

This, it is urged, is an unrealistic burden to impose upon an innocent corporate 
taxpayer solely in order to police the unregulated loophole-seeking corporation. 
Accordingly we urge that the following amendments be made to the H. R. 8300 
provisions to exclude public utilities from the application of such loophole 
provisions. 

That a new subdivision be added to section 309 (a), numbered subparagraph 
(6) to read as follows: 


First recommendation (sec. 309) 

“(6) SINKING FUND KEACQUISITION AND KEPINANCING.—If a redemption is by 
a publie utility (as defined by sec. 247 (b) (1), a transportation company, or 
by a railroad corporation (as defined by sec. 77 (m) of the Bankruptcy Act (49 
Stat. 922; 11 U. S. C. 205)) and is pursuant to a sinking fund provision or to a 
recapitalization or refinancing, required or approved by the Interstate Commerce 
Commission, Federal Power Commission, Securities and Exchange Commission, 
or by a publie utility or public service commission or other similar body of the 
District of Columbia or any State or political subdivision thereof.” 


Second recommendation (sec, 309) 

Section 309 (a) of H. R. 8300 levies a penalty transfer tax on a corporation 
which redeems its nonparticipating stock within 10 years from the date of its 
issuance. This is explained to have been inserted in the law to close the so 
called preferred stock bail-out tax minimization scheme which some nonregu 
lated corporations and their shareholders had adopted. If a l(+year holding 
period from January 1, 1954, closes the loophole it seems to us that 10 years 
prior to redemption is equally effective. Yet despite the obvious conclusion 
section 309 (c) would apply to our present preferred stock, outstanding fifteen 
to thirty-odd years, for another 10-year span. In order that full and consistent 
treatment be given equitably to all taxpayers, the entire subject matter of section 
309 (c) in H. R. 8300 should be stricken. 


Call options (sec. 305 (e) (1) (B)) 

The normal refinancing of a preferred stock often includes an offer of exchange 
of new preferred stock for presently outstanding preferred stock, with pro 
vision that any unexchanged stock will be redeemed persuant to a call provision. 

Under section 305 (c) (1) (B) these normal call provisions could be construed 
as options, with the result that although the transaction in fact is a tax-free 
recapitalization exchange it would be treated, and taxed to the holder, as a 
redemption. 


Third recommendation (sec. 805 (ey (1)) 

It is respectfully suggested that section 305 (c) (1) be amended by adding 
at the end thereof “for the purpose of this subsection, an option shall not be 
deemed to be held by a shareholder by reason of the presence or exercise of a 
call or redemption provision.” 
liquidation wholly owned subsidiary (sec, 331 to sec. 336) 

The treatment proposed in H. R. 8300 in the case of the liquidation into the 
parent corporation of a wholly owned subsidiary raises serious questions. In 
publie utility operations this type of transaction is quite frequently encountered. 

Due cognizance is taken of the problems posed by the Kimbell-Diamond deci- 
sion but such questions probably arise in less than 5 percent of all cases. 
There appears no real need in the solution of such problems for a departure 
as to 95 percent of the cases from the 1989 code section 112 (b) (6) and 113 
(a) (15) procedure. 
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Under the present Internal Revenue Code, the liquidation of a subsidiary into 
the parent corporation normally results in no income or less to either the parent 
or the subsidiary corporation. Such a transaction is governed by section 112 
(b) (6). Section 113 (a) (15) provides that the basis of the assets of the 
subsidiary in the hands of the parent shall be the same as it was in the hands 
of the subsidiary. The only instances in which gain or loss may be recognized 
as to either of the parties is (1) where a subsidiary is indebted to the parent 
and (2) where the subsidiary has acquired debt of the parent at less than the 
issue price. These situations need corrective treatment, but they are mino: 
factors when set off against the major “market valuation” problem discussed 
below. 

Section 112 (b) (6) has no precise counterpart in H. R. 8300. All corporate 
liquidations are covered by sections 331 through 336, inclusive. 

Whether or not a liquidation result in gain or loss to the shareholder of the 
liquidated corporation under the new law would depend on the relationship 
to each other of the (1) fair market value of the assets distributed, (2) the 
adjusted basis of the assets distributed, and (3) the adjusted basis of the stock 
redeemed. 

If both the adjusted basis and the fair market value of the assets distributed 
exceed the adjusted basis of the stock, then gain would be recognized to the 
extent that the lesser of such fair market value or adjusted basis exceeds the 
adjusted basis of the stock (sec. 331 (b)). The basis of the assets in respect 
of which gain is recognized would be the lesser of the fair market value or the 
adjusted basis of such assets to the distributing corporation (sec. 334 (a)). 

If the adjusted basis of the stock exceeds the fair market value of the assets 
distributed loss would be recognized to the extent of such excess (sec. 331 (c)) 
The basis of assets with respect to which such loss would be recognized would 
be the fair market value of such assets at the time of distribution (sec. 334 (b)). 

If the fair market value of the assets distributed equals or exceeds the adjusted 
basis of the stock, and the adjusted basis of the assets distributed is equal to 
or less than the adjusted basis of the stock, then no gain or loss would be recog- 
nized in respect of the liquidation (sec. 331 (d) (1)). The basis of the assets 
so distributed would be the adjusted basis of the stock, allocated to the various 
assets in accordance with the fair market value of such assets (sec. 334 (c)). 

Thus it is seen that the determination of whether or not gain or loss is to be 
recognized on a liquidation, the extent of such gain or loss, if any, and the 
basis of the assets in the hands of the distributee shareholder all would require 
that the fair market value of the assets distributed, both individually and in 
the aggregate, be ascertained. 

In the instance of a public utility this may prove to be highly controversial, 
particularly where the earnings experience is less than a fair rate of return 
on the net investment in assets. This difficulty will not be confined solely to 
the taxpayer. The administrative problems inherent in the ascertainment of 
fair market values will also present to the Commissioner of Internal Revenue 
a most difficult task which will contribute to delay in settling tax liabilities. 

In the situation of the liquidation of the subsidiary into the parent, in which 
any recognized gain does not result in actual tax to the parent because of the 
100-percent dividend deduction provision, it will be to the advantage of the 
parent to urge a higher valuation. The Government would, of course, contend 
for a lower fair market value and an attendant lower basis. 

Only in those cases in which no gain or loss is recognized is the lever of fair 
market value not directly material. Even here, however, fair market value of 
individual assets is required to permit allocation of basis established as the 
adjusted basis of the stock for the aggregate of the assets. 

Now we believe these facts point up the fundamental objection to the H. R. 
8300 provisions. One must determine “fair market value” of assets in every case. 
And there is an inevitable conflict of interest—taxpayer will want a high figure, 
Government a low figure, and both will disagree on item allocations. 

We would, therefore, urge that relief be given the taxpayer willing to abide 
the 112 (b) (6) and 1183 (a) (15) result. To this end we suggest that there 
be added to sections 331, 332, 333, and 334 elective provisions in substance or 
effect as follows: 


Fourth recommendation (sec. 331 through sec. 336) 


“Notwithstanding the provisions of this section if the taxpayer elects under 
regulations prescribed by the Secretary of his delegate, within 6 months after 
the effective date of this act or the date of the liquidation, whichever is later, 
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the transaction shall be given for all Internal Revenue purposes the effect it 
would have been given under the provisions of the Internal Revenue Code of 
1939 as if this Internal Revenue Code of 1954 had not been enacted.” 

Corporate Organizations, Acquisitions, and Separations of subchapter C 
(pt. III) retains appropriate provisions of nonrecognition of gain or loss to 
corporations which exchange property and stock pursuant to statutory mergers 
or statutory consolidations with one or more publicly held corporations. Inte- 
gration of business enterprise is essential in a free economy and no deterrent 
should be interposed where joining of going concerns is in the public interest 
Existing tax law has long recognized the desirability of permitting on a tax- 
free basis the combining of the operations and ownership of 2 or more corpora- 
tions into 1 unit either (a) through acquisition of 80 percent controlling interest 
of stock in a stock-for-stock exchange, or (¥) by the process of statutory merger 
or consolidation. 

Under H. R. 8300, section 359 (b), Corporate Acquisition of Stock, and section 
359 (c), Corporate Acquisition of Property, are intended to facilitate such 
transactions. However, the provisions of these sections are of such a restricted 
nature that they can be utilized only by corporations reasonably alike in size 

The rules requiring the shareholders of a corporation, the stock or property 
of which is acquired to obtain an interest of 25 percent of each class of stock 
of the acquiring corporation will preclude most of the acquisitions of property 
or stock of smaller corporations by larger corporations which has been a normal 
course in the development of our economy. 

Since business in many instances cannot be joined as a practical matter by 
statutory mergers or consolidations, it follows that the rules of section 359 (b) 
and 359 (c) should be modified and made more readily available to corporations 
in general. 

Fifth recommendation (subch. C0, pt. IIT) 

Therefore, in the case of section 359 (b), Corporate Acquisition of Stock, the 
rule under (1) relating to the acquiring corporation obtaining control (SO per- 
cent) should be sufficient and 359 (b) (2) relative to ownership of stock in the 
acquiring corporation should be deleted. 

In the case of section 359 (c), paragraph (1) should be deleted since acqui 
sition by one corporation of at least SO percent of the fair market value of the 
properties of another corporation should be sufficient requirement when coupled 
with paragraph (2) requiring liquidation of the corporation which transferred 
assets to the acquiring corporation. 

Sixzth recommendation (subch. C) 

In view of the new tax philosophies to be brought into play by subchapter C, 
the utility industries suggest and recommend that the effective date of subchap- 
ter C be set ahead to January 1, 1956. Such a period of time will permit the 
review of the effect of subchapter C upon various transactions under these most 
complicated provisions of law. 

The CHatrmMan. Mrs. Davis. Sit down, Mrs. Davis, and be 
comfortable, and identify yourself to the reporter. 


STATEMENT OF MRS. RANICE W. DAVIS, JOHNS HOPKINS SCHOOL 
OF MEDICINE 


Mrs. Davis. I am Mrs. Ranice W. Davis. I have come to speak for 
myself, as a taxpayer, and for a group of people who are concerned 
about section 214, on child care expenses. 

We are encouraged that the Ways and Means Committee saw fit to 
try to alleviate the financial strain-—— 

The Cuatrman. May I ask what is your connection with the Johns 
Hopkins School of Medicine ? 

_Mrs. Davis. I am employed by the Johns Hopkins School of Medi- 
cine. 

The Cuarrman. What do you do? 

Mrs. Davis. I am an assistant professor and director of the Depart- 
ment of Art as Applied to Medicine. 
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The Cuatrrman. Tell meagain. I didn’t hear you. 

Mrs. Davis. I am an assistant professor and director of the Depart 
ment of Art as Applied to Medicine. 

The Cuarrman. Thank you. 

Mrs. Davis. And I am a working mother, separated, but not legally 
without any support, and I have an 18-month-old ¢ hild that I provide 
for. 

For this reason, I am concerned about the discrepancies and the un 
fair aspects of this section since, at the moment, | would not qualify 
for any deduction, since I am not legally separated. 

I might say here that I think that stressing the point of legal sep 
aration might in many instances discourage reconciliation between 
separated people, and speed legal action so that these working mothers, 
who have no other means of support except their own income, could 
qualify for deduction. 

We are aware that Secretary of the Treasury Humphrey testified 
before you that one of the reasons for revising the tax bill was to rec 
tify some of the unjust and unfair provisions that existed in it, and we 
certainly want to urge you not to perpetuate any such unfair and un 
just provisions. 

We also feel, as he said, that the bill had reached the state where 
initiative was seriously stifled, and we want to tell you that we feel, 
as it stands now, that the initiative of some 19 million working women 
is very definitely being stifled. 

The general rule, as it exists, provides for a deduction allowance 
for widows and widowers, legally separated, divorced women, and 
women whose husbands are incapable of self-support, being mentally 
or physically deficient. 

We feel that this classification is definitely discriminatory against 
the mother who must work in order to help provide basic living 
requirements for her family. We also feel it discriminates against a 
deserted parent, either a wife or a husband, who perhaps because they 
are hopeful of a future marital status, delay any legal action. 

The Cuairman. What you are proposing is that. we look through 
the legal formalities and take a look at the actual facts? 

Mrs. Davis. Look at the actual conditions of these people who may 
not have a legal status that would qualify them for eligibility, as now 
stated. And this might inelude the separated parent who, for religi- 
ous reasons, is hesitating to take legal action. And it also includes the 
separated parent who, if they live in a State that requires more than 
12 months’ delay for divorce, have missed a total taxable year’s deduc 
tion, although they do have legal action started for a divorcee. And, of 
course, I believe it ignores the unwed other, who must be compli- 
mented on trying to provide a home and a future for her child. 

We contend that the hardship cases of working mothers are not 
necessarily among those listed, but are among, also, the 2 million 
working mothers who have children under 6 years of age. I think 
it should be noted that of these 2 million mothers, some 22 percent 
are factory workers, 20 percent are farm workers, 18 percent are 
clericals, 8 percent are professionals, and 4 percent officials. It 
is obvious that the largest number are in the low-income occupations. 

In regard to the low-income occupations, we feel that the ceiling 
of $600 that has been stated, regardless of the number of children, is 
inadequate. We hold that child-care expenses should be considered 
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as ordinary and necessary costs of operation incurred in the earning 
of a livelihood and should, therefore, be wnaity deductible, as those 
under section 162, for trade or business exper: 

For example, Mr. Lasser, in his book Yom Pe rsonal Income Tax, 
says that for the actor there is no ceiling on fan-mail costs; for the 
businessman there is no ceiling on advertising costs or entertainment 
expenses, including dinners, flowers, lunches, parties, theater tickets, 
sporting event tickets, and so forth; for the professional naan there 
s no ceiling on the gifts required by his profession or for the pur- 
chase and Jaundering of uniforms, or any unusual expense necessary 
{o earning his professional income. 

Mr. Lasser also states that for the farmer there is no ceiling on 
club or association dues, if this membership is for farm business 
purposes. 

We cannot agree that the expenses as cited in these examples are 
as basically essential to earning a livelihood as child-care expenses 
are to the working mother. And we feel that if a $600 ceiling were 
imposed on any of those specific items, it would be most. inadequate 
and that the professional and business men would object. 

We also feel that the precedent of establishing a ceiling on the 
amount of child-care expenses deductible is unfair and discriminatory 
against one group of wage earners, creating an undue hardship. 

The established figure of $600 is definitely inadequate for the 
majority of areas in the country. I am speaking for the Balti- 
more area. There, for a woman working 1114 months, which would 
be 50 weeks less legal holidays, on a 5-day working-week schedule, 
and paying $5.50, which is $5 plus carfare, for day care for her 
child, pays $121 per month, or $2,684 a year. And this does not 
include the cost of meals supplied or the required employer’s social- 
security payment. 

If the child is old enough to go to a nursery school, the charges 
per child are $45 a month, and up. If they go to a nursery school 
or a kindergarten for older children, with a school program, they 
have limited hours and sessions, and per child it is $100 and up. 
Under these conditions the child’s care must be supplemented by 
after-school care, since the sessions are out in the earlv afternoon, 
and if the mother is employed full time, she has to pay for the extra 
care. 

I happen to be a mother who is one of the 1 percent of the women’s 
labor forces who earned in 1953 $5,000 or more. After my withholding 
tax was taken out, and for the first 5 months of my child’s life, falling 
within the taxable year, I ps $700 in baby care, I was left with an 
operating salary of less than $4,000 for the year. 

There are 80 percent of the 19 million workingwomen in this coun- 
try who earn less than $2,500 a year. Those who are mothers simply 
could not exist on what would be left, following similar child care 
expenses, which were made necessarily inexpensive. 

The Cuarrman. Nineteen million? 

Mrs. Davis. Nineteen million workingwomen, and 80 percent of 
these earn less than $2,500. 

I have had correspondence from the offices of several Representa- 
tives and Senators that intimated possible abuses of the child-care- 
expenses deduction by well-to-do working married mothers. We 
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refer these Congressmen, as well as your own committee, to the United 
States Government Printing Office Bulletin No. 246, called Employed 
Mothers and Child Care, for detailed support of our figures. 

The census shows here that the larger number of wives enter the 
labor forces where the husband’s income is under $3,000 than $5,000 
and over. In 1951 the figures show that when the husband’s income 
was under $1,000, 28 percent of the wives entered the labor force. 

Where the husband’s income was $2,000, 29 percent of the wives had 
to go to work. 

Where it was under $3,000, 28 percent went into the labor forces. 

Where it was under $4,000, 27 percent. 

Under $5,000, 21 percent worked. 

Under $6,000, 17 percent. 

Under $10,000, 11 percent. 

And, $10,000 and over, only 12 percent worked. 

In this 12 percent you will find professional women, entertainers, 
teachers and those people who we feel contribute to society and should 
be kept in their working positions. 

I can cite the shortage of nurses, doctors, and teachers in this coun 
try. All of those holding such positions are urged to work, and of 
course that includes the women. You cannot say, “Stay home and 
take care of your children,” when America is asking for nurses, teach 
ers, and other professional women. 

We hold that to exclude the working mother as eligible for deduc 
tion, especially those whose husbands’ incomes are $3,000 or less, is 
penalizing the very needy majority for the questionable abuses by a 
very small minority. 

Included in the report of the Committee on Ways and Means, 
to accompany this bill, was a section 214 for child-care expenses, which 
stated that if the taxpayer had a maid or a housekeeper who cares 
for the children, in addition to her other household duties of cleaning 
and cooking, the cost of the maid’s salary must be prorated, and 
only that portion which is allocable to child care may be taken as a 
deduction. 

We feel that this implies that child care is babysitting only, necessi- 
tating a salary prorating for those duties normally considered essen- 
tial in maintaining children in a developmental and hygienic en- 
vironment. 

And we say that it is impossible to establish a regular prorating 
scale with prenursery school-age children, in view of their irregular 
and progressive behavior patterns. 

The Cuarman. What is your suggestion ? 

Mrs. Davis. I suggest that the ceiling be removed entirely ; that the 
statement read as it does for businessmen, “a reasonable amount.” In 
other words, a woman who has to find very inexpensive care for her 
child, because that is all that she can afford, is able to deduct that. A 
woman who can afford more expensive care, can deduct that—how- 
ever, up to a reasonable amount. 

I do feel that any stated ceiling is creating a hardship, and is a 
precedent that should not be established. We are aware of the amend- 
ment which Senator Kerr and Senator Smith have submitted, and 
we know that they have stated that these expenses are deductible 
if they are incurred by a taxpayer who would otherwise render such 
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ed care personally. So that, naturally, would include the classifications 
ed which we have pointed out as having been discriminated against. 
They choose to raise the child level to 14 years, which we had in 
~ mind, and I think is excellent, though it is not as important, I feel, as 
the limitation question, at the moment. 
-” They also define the term “care” to include feeding, supervision, ~ 
and attending of a dependent, which should be considered more fa- 
vd vorably. However, they have selected to retain a limit of $600, 
which is not only I think a hardship and a precedent, but is an inade- 
quate amount, no matter how you look at it. 
The Cuarman. What was the revenue lost on this subject, in the 
House provision ¢ 
Mr. Smirx. $40 million. 
The CHarrmMan. Had you considered the specific proposal of the 
witness ¢ 
Mr. Smiru. No, sir; but I might say that if all working wives and 


widowers were allowed a deduction for child care up to 25 percent of 
their income, the estimate would run about $700 million. 

The CHarrMan. Please take a look at that. 

Mrs. Davis. I might add, of course, we feel that every child-care 
attendant employed is increasing the employment in the country. We 
also feel that, in fairness, the general economy at the moment could 
be helped by putting a ceiling on some of the businessmen’s deductions, 
either a percentage or a flat ceiling, if that precedent is to be considered 
among deductions. 

Thank you very much. 

The CuarrMan. Thank you very much. 

(The prepared statement of Mrs. Davis follows :) 


Brit H. R. 8300—SectTion 214—CHrILD-CARE EXPENSES 


The undersigned are pleased to have an opportunity to submit this statement 
regarding Section 214—Child-Care Expenses of bill H. R. 8800. We wish to thank 
Senator Eugene Millikin and the Senate Finance Committee for granting a hear- 
ing to Mrs. Ranice W. Davis of Baltimore, Md., so that she might speak for us 
in expressing some of the following opinions. 

We are encouraged that the Ways and Means Committee saw fit to include 
some attempt to alleviate the undue financial strain befalling working mothers, 
but we beg the Senate Finance Committee to rectify the discrepancies and dis 
criminatory phases of this section before offering it to some 544 million mothers 
in the American labor force. 

Secretary of the Treasury Humphrey has testified before your committee that 
the revision bill was designed with three purposes in mind, one being to relieve 
millions of persons from unjust and unfair provisions in the existing law. We 
urge you to guard against perpetuating such unjust and unfair provisions in 
the revision. Secretary Humphrey also testified that the tax structure has 
reached a point “where initiative is seriously stifled.” We urge you to guard 
against stifling the initiative of 19 million working women. 

With your permission we wish to discuss two subsections of section 214 
separately : 

(a) General rule 

There shall be allowed as a deduction expenses paid (for child care) during 
the taxable year by the taxpayer who is (1) a widow or widower, or (2) a mother 
whose husband is incapable of self-support because mentally or physically de- 
fective. (The term “widow” and “widower” also includes an unmarried person 
who is divorced * * * and a person who is legally separated from his spouse). 

We hold that-- 

I. This classification is discriminatory in not providing for the following 
persons : 
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1. The mother who must work in order to augment her husband’s income 
to provide basic living requirements for her family. 

2. The deserted purent who, hopeful for his future marital status, delays 
legal action. 

3. The separated parent who for religious, financial, or other reasons must 
delay legal action. 

4. The separated parent awaiting a final decree of divorce who, if living 
in a State requiring more than a 12-month delay before granting a divorce, 
is deprived of the child care expenses deduction for a taxable year. 

5. The unwed mother who is providing a home and future for her child. 

II. The principal hardship cases are not among those eligibles listed in section 
214 alone, but are among the 2 million working mothers with children under 6 
years of age. 

Of these women, 22 percent are operatives (factory workers, 20 percent farm 
workers, 18 percent clericals, and only 8 percent professionals or technicians, and 
+ percent officials. 

Note that the majority are in low-income occupations. 

(b) Limitations 

The deduction under subsection (a) 
year. 

We hold that— 

I. Child-care expenses should be considered as ordinary and necessary costs of 
operation incurred in the earning of a livelihood, and should be, therefore, wholly 
deductible as are those under section 162—Trade or Business Expenses. 

For example, as stated in Lasser’s Your Personal Income Tax: 

1. For the actor there is no ceiling on fan-mail costs. 

2. For the businessman there is no ceiling on advertising costs or entertainment 
expenses (including dinners, drinks, flowers, lunches, parties, tickets to concerts, 
sporting events, and theaters, etc.). 

3. For the professional man there is no ceiling on gifts required by his profes- 
sion or the purchase and laundering of uniforms or unusual expenses necessary 
to earn his professional income. 


(1) shall not exceed $600 or any taxable 


4. For the farmer there is no ceiling on club or association dues when such 
membership is for farm business purposes. 

We cannot agree that such expenses as cited in these examples are as basically 
essential to earning a livelihood as child-care expenses are to the working 
mother. We feel that a $600 ceiling imposed upon these specific items would 
appear most inadequate to the business or professional man. The precedent of 
establishing a ceiling on the amount of child-care expenses deductible is unfair 
and discriminatory against one group of wage earners, creating an undue hard- 
ship. 

We hold that— 

II. The established figure of $600 is inadequate for the majority of areas in 
the country. 

For example, in the Baltimore area: 

1. The working mother with minor children or prenursery school infants 
working 11% months (50 weeks less legal holidays) on a 5-day working week 
schedule, and paying $5.50 ($5 plus carfare) for day care of these children pays: 
$121 per month, or $2,684 annually. This does not include the costs of meals 
supplied or the required employer's social-security payment. 

2. The day nursery school charges per child are $45 per month and up. 

3. Nursery schools and kindergartens with limited hours and sessions charge 
per child $100 per month and up. Such child care must be supplemented by 
paid after-school care where mothers are employed full time. 

Cheaper day care, if available, is generally not licensed and public pressure 
is being brought against such unlicensed care. 

Correspondence from the offices of several Representatives and Senators has 
intimated possible abuses of the child-care expenses deduction by well-to-do 
working married mothers. We refer these Congressmen, as well as your com- 
mittee, to the United Government Printing Office Bulletin No. 246, Employed 
Mothers and Child Care, for detailed statistical support of our above contentions. 

Notice that less than 1 percent of the women’s labor force earn more than 
$5,000 per annum, while 80 percent earn less than $2,500. (See Ladies’ Home 
Journal, April, 1954.) 

Notice that the census shows that a larger number of wives enter the labor 
forces where the husband’s income is under $3,000 than $5,000 or over. 
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Figures for 1951 show the following: 
Wives’ participation 
in labor forces 












Husband’s income oereent) 
Under $1,000_ _. 22 
Under $2,000 ; 29 
Under $3,000 . 28 
Under $4,000 o7 
Under $5,000 21 
Under $6,000 16 
Under $10,000 11 

12 






Over $10,000 





We hold that 
lll. To exclude the working mother as eligible for deduction, especially those 
whose husbands’ incomes are $3,000 or less, is penalizing the needy majority for 
the questionable abuses by a very small minority. 

Also included in the report of the Committee on Ways and Means to accompany 
H. R. 83800. 

Section 214.—Child care expenses: If the taxpayer has a inzid or housekeeper 
who cares for the children in addition to her other household duties of cleaning 
and cooking, the cost of the maid’s salary must be prorated and only that portion 
which is allocable to child care may be taken as a deduction. 

We hold that- 

I. It is implied that “child care’ means “baby sitting’ only, necessitating a 
salary prorating for those duties normally considered essential to maintaining 
children in a developmental and hygienic environment. 

II. It is almost impossible to establish a regular prorating seale with pre 
nursery school age children in view of their irregular and progressive behavior 
patterns, 

Respectfully submitted by: 













Mrs. Ranice W. Davis 

Mis. WILLIAM G. COCHRAN. 
ELEANOR DeiFs, M. D. 

Mrs. MARGARET DescH. 

Mrs. THELMA BLANCHARD. 
RICHARD MARSHALL. 










The CuarrMan. Mr. Banfield. 
Mr. Banfield, sit down and be comfortable, and identify yourselt 
to the reporter. 








STATEMENT OF RICHARD W. BANFIELD, EXECUTIVE VICE PRESI- 
DENT, NILES-BEMENT-POND CO., WEST HARTFORD, CONN. 


Mr. Banrievp. My name is Richard W. Banfield. I am executive 
vice president of the Niles-Bement-Pond Co., of West Hartford, 
Conn. As chairman of the subcommittee on tax policy of the 
National Machine Tool Builders’ Association, I am appearing on 
behalf of the machine-tool industry of the United States. 

First, our industry wants to commend House Ways and Means 
Committee and the staffs of the committee, the Joint Committee on 
Internal Revenue Taxation, and the Treasury Department on the 
monumental task they have completed in drafting H. R. 8300, the 
proposed Internal Revenue Code of 1954, which eliminates or reduces 
so many long-standing inequities of our tax law. 

Our industry feels strongly, however, that certain provisions of 
H. R. 8300, although steps in the right direction, do not provide a 
satisfactory solution to the problems involved. I shall confine my 
remarks to three points: The improved, but still inadequate, pro 
visions covering depreciation ; the need for additional revisions relat 
ing to the surtax based on unreasonable accumulation of earnings: 
and the need for relief from double taxation of corporate earnings. 
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I should add, however, that our industry believes the corporate in 
come tax rate should be reduced to 47 percent as of April 1, 1954, 
and should be reduced further as revenue needs permit, and th: at tax 
payments by corporations with estimated income tax liability i: 
excess of $50,000 should not be accelerated. 

Deprec iation: As you know, section 167 of H. R. 83800 would 
permit taxpayers to use the declining-balance method of deprecia 
tion, with a rate not in excess of 200 percent of the straight-line rate 
This is a step in the right direction, but it does not go far enough. 

The Cratrman. Would you hold up a minute? Senator Martin 
I have to leave for a few minutes. Would you take over, ple ase? 

Senator Martin (presiding). Proceed, Mr. Banfield. 

Mr. Banrrevp. It does not eliminate that great bottleneck to indus 
trial modernization and expansion—bulletin F, with its arbitrary 
and unrealistic “useful lives” based on surveys of equipment in use 
in the depressed 1930’s. Because bulletin F and the useful-life concept 
remain as a guide for depreciation rates, I do not believe section 167 
will have the far-reaching economic effect hoped for by the Ways and 
Means Committee. 

We are convinced that only a system of “optional depreciation” for 
durable, productive equipment acquired after December 31, 1953, will 
give the nec essary impetus to American economy. By “optional 
depreci iation” we mean the method adopted in other countries under 
which management in the exercise of sound-business judgment, having 
regard to plant activity in cyclical businesses, technological improve 
ments, cost savings, and all other factors, has discretion to write off 
the cost of facilities over the foreseeable. period during which mai 
agement believes the investment can be recouped out of the earnings 
produced with the facilities. “Optional depreciation” does not mean 
arbitrary or unreasonable writeoffs which would distort annual in- 
come or do violence to accepted accounting concepts. 

Our proposal for “optional depreciation” is limited initially to 
durable productive equipment, because the need for a system of 
depreciation which will foster modernization is felt most keenly 
in connection with productive equipment. Eventually, and by an 
orderly transition, optional depreciation should be extended to all 
depreciable business property. 

Because of immediate revenue needs to bring the national budget 
in balance, we have limited the percentage of cost which can be de- 
ducted in the first year to 50 percent, but after this transition period 
there should be no flat-percentage limitation and the amounts to be 
deducted should be based on sound business judgment by management. 

We are convinced that the greatest single deterrent to industrial 
modernization and expansion to increase the national income and the 
tax base has been the so-called bulletin F concept that facilities must 
be written off as long as they last without regard to their utility or the 
cost of replacement. 

Because machine tool builders are both sellers and users of machine 
tools, they are doubly affected by the useful life concept of the present 
law. As sellers, they get sales resistance from prospective customers 
experiencing the deterr ent effects on replacements and modernizations 
exerted by bulletin F and its useful life standard. As users, they are 
faced with the same deterrents as anyone else in regard to replacement 
of their own productive equipment. Depreciation policy was largely 
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responsible for the definite trend toward obsolescence in the produce tive 
equipment of machine tool builders and others in the critical period 
following World War II. 

The enactment of section 124 and section 124A in 1940 and 1950 was 
a recognition that industry cannot expand under the straitjacket of 
bulletin F. 

The useful life concept and bulletin F are particularly unsound in 
the case of machine tools because of rapid tec hnologic al adv: ances In 
the 1920's, the industry progressed from belt-driven machines designed 
for use with mushet steel to electrically driven machines for use with 
high speed steel. In the 1930’s sintered carbide cutting tools were 
introduced, and machine tools were redesigned around them. 

During and after World War II, there was continued progress, both 
in electrical operating devices and in the growing substitution of 
cemented carbides and abrasives for sintered carbides and high-speed 
steel. Many machines built for use with high-speed steel in the late 
1920's and 1930’s are now doubly obsolete, although their bulletin F 
life may not have expired. Many machines built in the 1940's are at 

least once obsolete, although under bulletin F they are supposed to be 
serviceable well into the 1960's. 

Optional depreciation is neither new nor untried. Many ‘ndus rh ul 
nationas have adopted it in one form or another and with great suc 
and stimulus to industrial expansion and modernization. 

In Sweden, corporations were permitted, until January 1, 1952, to 
depreciate capital equipment without any limit, and it was quite 
common to write off 100 percent in 1 year. For 1952 and 1953 annual 
maximum depreciation allowances have been limited to 20 percent of 
cost, but we are advised this was : adopted merely as an interim restric 
tion because of a temporary economic situation. 

Because of its realistic approach to depreciation in the past, Sweden 
has moved ahead of other countries with the finest and most modern 
factories in the world. 

Switzerland, Great Britain, and Canada have also used systems of 
optional depreciation with comparable results. These are discussed 
in the written statement filed by our association with the Ways and 
Means Committee on July 22, 1953, as is the recommendation for 
the adoption of a system of opti ional de preciation made in 1947 by 
a Special Tax Study Committee of the House Committee on Ways 
and Means. 

Few people realize that the United States has been losing ground 
to these other countries and that a substantial part of our national 
plant is obsolescent, principally because the delay in creating reserves 
n the face of continuing inflation had made replacement difficult 
impossible. 

The declining balance depreciation method allowed under section 
167 of H. R. 8300 also contains a serious defect which should be 
corrected if your committee decides that optional depreciation cannot 
be adopted at this time. 

Under the declining balance method set out in section 167, there 
is no termina] date. This means that full depreciation on a machine 
will never be recovered and that a substantial undepreciated cost 
will be left at the end of the so-called useful life determined under 
bulletin F. 
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If H. R. 8300 is not amended so as to allow optional depreciation, 
section 167 should be changed so that it clearly allows a taxpaye: 
the election to take depreciation under either the declining balai 
method or the sum-of-the-digits method. The latter method is a we! 
recognized decreasing charge accounting method which allows co: 
plete depreciation of property over its theoretical useful life and get 
rid of the theoretical problem of carrying some residue ad infinitun 

Under this method, the depreciation allowable in a_particula 
year is determined by comparing the remaining estimated useful lif, 
as of that year with the sum of the digits represented in the numb: 
of years in the estimated useful life. For example, where the est 
mated useful life is 5 years, the sum of the digits is 15: that is 1 plus 
2 plus 3 plus 4 plus 5. For the first year, five-fifteenths of the cost 
would be allowable; for the second year, four-fifteenths, and so forth. 

In some years, the depreciation allowable under the sum-of-the 
digits method is in excess of that allowable under the declining |. 
ance method described in section 167, and this excess would not be 
allowable as depreciation under the limitation of section 167 (b) (3) 
Section 167 must therefore be amended for a taxpayer to make | 
of this sum-of-the-digits method if he so desires. 

Surtax or retained earnings: As you know, sections 531 through 
536 of H. R. 8300 would make needed and extremely worthwhile 
improvements in the provision concerning the surtax based on unrea 
sonable accumulation of income. This is the penalty surtax imposed 
by section 102 of the present Internal Revenue Code. Two further 
changes in existing law are necessary, however, in order to minimize 
the stifling influence of this tax upon American business development. 

First, the law should be amended so as to eliminate from accu 
mulated earnings subject to surtax any earnings that are retained for 
reasonable business needs. Under H. R. 8300, as under present law, 
two corporations which retain the same dollar amount of earnings 
are subject to the same penalty surtax, although one corporation miglit 
have accumulated all its earnings unreasonable while the other might 
have retained a substantial amount of the earnings for recognized 
business needs. Such a result cannot be justified. 

One other problem as to the surt: 2 on unreasonable accumulation 
of earnings is not resolved under R. 8300. Because of certain 
court decisions and the position whic ‘h the Revenue Service has taken 
in some cases, there remains a substantial doubt whether a corporation 
in one business may safely accumulate funds in order to expand int 
a new unrelated business. This problem is particularly important to 
members of the machine-tool industry. 

As you know, the industry having been subject to severe fluctuations 
many members of the industry are interested in diversification. H. R. 

$300 should be amended to make clear that a corporation will not be 
subj ect toa penalty surtax on accumulated earnings if it retains earn 
ings in order to enter another unrelated business. 

This deterrent to small companies expanding into other fields must 
be removed. 

Double taxation of corporate earnings: My final point will be brief 
Section 34 of H. R. 8300 makes a long overdue change in the law by 
eliminating, to some extent, the double taxation of corporate earnings. 
Our country has lagged far behind Canada and other leading nations 





INTERNAL REVENUE CODE OF 1954 1067 


of the world in failing to recognize the inequity of double taxation on 
corporate earnings. 

Probably this double burden of tax has done more to discourage the 
development, production, and manufacture of new products than any 
other factor. Those who do not like our profit system are encouraged 
to think that this double taxation will dry wp our sources of equity 

capital. 

As you know, double taxation of corporate earnings in this country 
is not only unjust to shareholders, but has had unfortunate effects 
upon business development. It has often led to use of a partnership 
or proprietorship where a corporate entity was reé ally necessary under 
modern business conditions. It has also frequently 
tions to issue debt securities, the interest on which 
than using more flexible equity financing. 

I wish to say that our industry supports fully the 
the House of Re presenti itives as to the relief 


caused corpora- 
‘s deductible. rather 


action taken by 
from double taxation of 
corporate earnings. We suggest, however, that the relief offered 


H. R. 8300 is only a bare minimum and that serious consideration 
should be given to amendments which would increase the measure of 
relief from this burden of double taxation. 

[I appreciate this opportunity to appear before you. 

Senator Martin. Are there any questions / 

Senator Wittiams. Mr. Banfield, have you compiled any estimate 
as to the loss of revenue which would result from the adoption of your 
proposal ¢ 

Mr. Banrieip. No, we have not prepared any figures in detai! 
but we would be glad to look into it and submit some data to y« 

[ believe some figures have been prepared by other parties that might 
answer the question. 

Senator WinturAMs. Do you have any alternative plan for revenue 
raising, in the event the loss in revenue was more than could be afforded 
at this time ? 

Mr. Banrigvp. I have been speaking chiefly on the problem of de- 
preciation. I believe that any revenue loss would be of a ver *v short 
term nature, and that revenue gains for a very short period would 
make up for that loss in a matter of a minimum number of years. 

Senator Wiiiiams. I noticed that you recommended leav ing the cor- 
porate rate at 47 percent, and that would result in $2 billion. 

Mr. Banrievp. That is correct. I am familiar with that. 

Senator Wituiams. I didn’t know whether you had any alternative 
proposal or not. 

Mr. Banrreitp. No. Iam laying before you the problem of de »precia 
tion as it affects the general economy and the health of the industrial 
nation. 

Senator Wiiu1aMs. Thank you. 

Senator Martin. You know, we are confronted with a situation de- 
siring to reduce taxes, but the American public is demanding enormous 
uppropriations. And then we have also confronting us, if we don’t 
balance the budget, the raising of the debt ceiling, and I think Senator 
Williams’ question there is most relevant. I think that when you are 
asking for a reduction some place, you either ought to suggest where 
we can replace that tax with some other tax, or where we can reduce 
the expenditures. 
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When I was governor of my State, a man would come in with a pro 
posal that the State ought to do so and so, and I would say, “Well, that 
sounds very good, but I wish you would also suggest the taxes that 
would take care of that,” because I have always believed in a govern- 
ment that is pay as you go. 

Mr. Banrrevp. I personally agree with that belief, too, and I also 
believe that Government expenses can be reduced substantially so that 
the budget can be balanced. 

Senator Marri. The unfortunate part about it, say, in my own 
State, one of the departments down here will suggest curtailing cer 
tain installations, and then I start to get letters and telegrams that it 
would just be ruinous to this particular district if that was done. 

Now, we get here in America just what we want in the way of gov 
ernment, and if the people would become economically iis and 
appreciate that everything that is done by the Government must. be 
paid out of the earnings of the pees is unfortun: ite that we don’t. 
I didn’t intend to get into that, but I think Senator Williams’ sugges- 
tion is mighty good, and folks like yourself can be mighty helpful to 
us. 

You have a very fine statement there, and Senator Williams asked 
the question because he felt that you probably had access to inform: a- 
tion that you could make a suggestion for additional revenue. If _ 
committee would determine the things that you have suggested : 
good, and we can’t curtail the expenditures, then what can we re ihc wce 
it with? That is Senator Williams’ idea, and I think it is sound and 

I think it is complimentary to you, because you have made a good 

ia ment, and he feels you are probably in the position to make 1 

If there are no further questions, thank you very much. 

Mr. Banrrevp. Thank you. 

Senator Marrry. Now, Mrs. Marie Jordan Munoz. Will you iden- 
tify yourself and the organization you represent ? 


STATEMENT OF MRS. MARIE JORDAN MUNOZ, FOUNDER, GOLD STAR 
WIVES OF AMERICA, INC. 


Mrs. Munoz. I am Mrs. Marie Jordan Munoz, the founder of the 
Gold Star Wives of America. Our national president was to have 
given this statement, but her father is seriously ill, and she had to fly 
quickly to Georgia, so I am here in her place. 

(The prepared statement of Mrs. Sara J. Mulvey, national president, 
follows:) 


STATEMENT BY Mrs. Sara J. Mutvey, NATIONAL PRESIDENT OF THE GOLD STAR 
Wives or AMERICA, INC. 


The Gold Star Wives of America is an organization for the widows and children 
of men who died in service or as the result of a service-connected disability. Our 
activities include the maintenance of a service and welfare office to help these 
dependents with their claims and personal problems; a summer-camp program 
for children of working mothers; a fund for educational assistance for Gold Star 
children; and a fund for emergency medical aid. The small sum that our 
members pay into the organization for their membership dues is not enough to 
adequately finance these projects. The success of our program, therefore, is 
dependent upon the contributions which we receive from private individuals who 
are interested in our work. 

The Internal Revenue Service has ruled that our organization is exempt 
from paying income taxes under the Bureau of Internal Revenue Code, section 
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101 (8S). However, persons contributing to us cannot, at present, deduct their 
contributions from their income tax, since, according to 23 (0) (4) of this section, 
exemption is given only to persons making contributions to post or organizations 

f war veterans, or auxiliary units or societies of any such posts or organizations. 

Although we feel sure that it was the original intent for an organization such 
as ours to be included under this regulation, the wording of this section does not 
explicitly state this. We ask, therefore, that this section be amended so that 
t will definitely specify that contributions to organizations of the next-of-kin 
of deceased servicemen as well as contributions to organizations of war veterans 
vill be tax-exempt. 

Mrs. Munoz. First, I want to point out to you how much it will 
mean to the widows of the men who died in the service if they will 
be allowed in the future to deduct the cost of child care from their 
income tax. We have had many in the past who found it would cost 
them so much to have the children cared for—— 

Senator Marri. Senator Millikin, this is Mrs. Munoz, who repre- 
sents the Gold Star Wives of America. 

The CuarrmMan. Go right ahead, Mrs. Munoz. 

Mrs. Munoz. I was pointing out the fact that it would mean so much 
o the widows of the men who died in the service if they would be 
sia to deduct the cost of child care from their income i’ ix. Inthe 
past we have had a great number who have found that by the time 
they pay someone to mind their children and, on top of that, lose their 

ocial-security benefits, that they are better off financially by staying 
home. A situation like that is not very conducive toward improving 
themselves or their families for their future. 

Of course, it would mean most to them if they could deduct the full 
amount of child care from their income tax, if that would be at all 
possible. But you can see, I am sure, the importance of this proposal. 

Now, another point that is of vital concern to our organization, as 
such: As you know, the Gold Star Wives of America is an organiza- 
tion for the widows and children of men who died in the service, or 

s a result of service-connected disability. Our activities includes the 
maintenance of a service and welfare office to wep these dependents 
with their claims and personal problems, a summer-camp program for 
children of working mothers, a fund for educational assistance for 
Gold Star children, and a fund for emergency medical aid. 

The small sum that our members pay into the organization for their 
membership, in the form of dues, could never finance all of these 
projects. So, as a result, to carry on this program we are gre: atly 
dependent upon contributions which we receive from the general 
public, who know of what we are doing and would like to contribute 
to us. 

The Bureau of Internal Revenue has ruled that our organization is 
exempt from paying income taxes under the Bureau of Internal 
Revenue Code, section 101 (8). Now, that is fine: however, persons 
contributing to us cannot at present deduct their contributions from 
their income tax, since, according to 23 (0) (4) of this section, ex- 
emption is given only to persons mé aking contributions to “posts or 
organizations of war veterans, or auxiliary units of societies of such 
posts.’ ; 

I imagine it was intended that an organization of de »pendents of 
deceased war veterans would be included under that. but it is not 
specifically spelled out in that manner. We cannot be an auxiliary 
of anything, since the men have long been dead. So, therefore, we are 
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not actually named under this regulation. At the moment we are ju 
not mentioned at all, which is a peculiar situation. As a result, th 
Bureau doesn’t actually know what to do with us, unless we are spelled 
out some place in the law. 

We would like to ask, therefore, if we could have this particu! 
section amended so that it would actually say that people c enna ing 
to “organizations of next of kin of deceased servicemen,” as well as to 
organizations of “war veterans,” could deduct their Gondetivetion: 
from their income tax. 

The CuHarrman. Was this brought to the attention of the Hous: 
Ways and Means Committee? 

Mrs. Munoz. No; it was brought to the attention of the Joint 
Committee on Internal Revenue. 

The CHarrmMan. Has the joint committee reached any conclusion / 

Mr. Smirn. No, sir, but we had a letter from them this week, and 
the matter is being studied. 

Mrs. Munoz. At the time the Ways and Means Committee wa 
studying this section we didn’t actus ally realize the situation until we 
took it up with the Bureau, and they explained this clause to us. 

Senator Cartson. May I ask if your organization has a charter 
recognized by Congress ¢ 

Mrs. Munoz. We do not have a charter approved by Congress. Ws 
have a charter by the State of New York at the present time. 

We do have a bill requesting a congressional charter introduced by 
Senator Butler of Maryland, that we hope to ask for action on soo) 

The CHatrman. Thank you. 

Mrs. Munoz. Thank you. 

The Cuarrman. Mr. Churchill. Make yourself comfortable, Mr. 
Churchill, and identify yourself to the reporter. 


STATEMENT OF ARTHUR M. CHURCHILL, PORTLAND, OREG. 








Mr. Cuurcuiti. Mr. Chairman, may | ask one favor, first? My 
hearing aid does not tell me whether I am talking too loud or too low. 

The CHamman. Talk as loud as you want to, and if you talk so 
we can't hear you, then we will let you know. 

Mr. Cuurcoiwi, Thank you. 

I have prepared my memorandum in two sections. I want to stay 
within the 10 minutes. The first three pages present the essence of 
the situation. Also, my voice may fail me ‘and I might want to sub 
mit this for the record. The supplementary material is in the re 
maining five pages, in case the committee chooses to question me 

The CHarrman. It will be put in the record. 


(The prepared supplementary material of Mr. Chucchill follows :) 











SUPPORTING MATERIAL 








FILeD BY ARTHUR M. CHURCHILL ON EXEMPTING FOREIGN 
Arp AS CHARITY 


HOW MUCH DO TAXPAYERS LOSF ? 














Only exhaustive computations from internal revenue records could reveal 
precisely how many millions of dollars are lost annually from this phenomenal 
deduction. But the Department of Commerce balance of payments tables on page 
150, and those of the United Jewish Appeal and the Jewish Yearbook make it 
clear that the sums involved are very great. 

It seems conservative to estimate that, in the 8 years from 1946 to 1953 inclu- 
sive, the average annual sums sent to Israel from American philanthropy were 
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not far from $55 million, To this should be added a campaign and administration 
expense of 7 or 8 percent. The total over the 8 years would seem not far from 
$500 million, 

Under our high income-tax rates, an income does not have to be very high before 
the Government takes 50 percent in taxes from the top bracket. If one’s net 
nueome be over $200,000, the tax is 92 percent. Such a contributor would only 
he giving 8 percent out of his own pocket. The rest would be shifted to others. 
It seems conservative to conclude that 50 percent of these gifts to Israel, most of 
which were from “big givers,” in reality came out of other taxpayers. 

This would mean that, in the 8 years from 1946 to 1953 inclusive, 50 percent of 
some $500 million was thus diverted, or $250 million. And under the “Jerusalem 
plan,” promulgated last October, $200 milliion is to be askec in “grants-in-aid,” 
which are wholly paid by the taxpayer, plus perhaps $800 million in gifts from 
American Jews. If 50 percent of this latter sum can be passed on to other tax- 
payers, that would be another $400 million, over the next 7 years. 


THE THEORY OF CHARITABLE DEDUCTIONS 





In 1874, when taxes were still small, the late President Charles W. Bliot, of 
Harvard, reviewed at length the basic reasons for charitable exemptions. Of 
course he was speaking only of domestic charity. If philanthropy, he said, gen- 
erously gives vast sums to meet social needs, the State is thereby relieved of a 
corresponding tax expenditure. It can therefore well afford, in turn, to relieve 
charitable property from taxes. 

Gifts sent abroad were quite different. When it was first sought to have 
these included in “charitable deductions,” there was grave doubt in the courts 
as to whether the principle applied gut, beginning with small missionary 
enterprises, the policy of exempting charitable contributions going abroad won 
out, though there were many misgivings. Never in human history, however, 
has there been any approach to the vast sums sent in American Jewish funds 
to the relatively few human beings gathered from the ends of the earth into 
Israel. This is a totally new phenomenon in human life. There is no precedent 
for it. By comparison, I am told, combined annual contributions to the several 
middle eastern colleges, which have made so great a contribution to the entire 
region, have been only a half-million dollars, compared with $55 million to 
1,450,000 Jews in Israel 
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It is my firm belief that these exemptions have never been legal at all. I 
personally know that this question was gravely raised in Zionist circles in 1947- 
iS. Distinguished counsel were in grave doubt. How the decision was arrived 
at in the Internal Revenue Department, which has cost the taxpayers all these 
millions of dollars, no one seems to know. I have been refused any information 
on this 

Let us look at the law and at the facts. 

The law seems clear. Section 39.28 (nn) (0) provides specifically that such 
corporation or fund must be “organized and operated erclusively for * * * 
charitable * * * purposes * * *no substantial part of the activities of which is 
carrying on propaganda, or otherwise attempting to influence legislation * * *” 

1. Since a major part of the very soul of American Zionism is to influence 
legislation and to bring pressure on Senators and Congressmen, and since the 
intermeshed Zionist funds and corporations file few clear accountings and prob- 
ably no human being knows where one leaves off and another begins, it would 
seem that an affirmative showing, at frequent intervals, should be so convincing 
that there would be no room for doubt. Otherwise any exemption should be 
refused on the ground of propaganda and legislative pressure alone. 

2. The records of the Department of Justice disclose, beyond peradventure, 
that the major part of these funds, thus exempted, go to and are applied by the 
agent of a foreign power, registered and making a report as such twice a year. 
How, pray, can payments to the registered agent of a foreign power be “charities” 
within the American tax laws? 

3. Nearly all of these sums were admittedly applied to migrants, to the “in- 
gathering of the exiles,” to building them homes, to transporting them to Israel, 
to building up agriculture for them. The Zionist appeals insist, and insist 
again, that this was imperative charity. But was it? Actually it was military. 
Mr. Ben-Gurion, in his recent book Rebirth and Destiny of Israel, is much more 
candid than the special pleaders. I quote the following from his book, with the 


page reference [italic mine]: 
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“That is why the Government follows, in regard to immigration, a pol 
without historical parallel—one that many observers at home and abroad, not 
wholly unreasonably, deem fraught with danger and disaster to the State 
* * * There are other cogent reasons, but primarily, this daring, even danger 
ous, policy is imposed by our needs for national security. If our Army is twic: 
as strong today * * * we may thank this policy for it” (387). 

“The colonization of the frontiers * * * is scarcely less important for security 
than immigration. * * *” (368). 

“Others plausibly criticize our colonizing methods. But massive, accelerated 
colonization cannot wait for the refined systems of the ‘good old days’ * * * 
security bids us swiftly people the borders and the barren voids in new ways” 
(389). 

“No economic and such-like considerations can be allowed to slow down the 
rate of immigration any more than they braked the resistance to the Arab 
armies * * *” (404), 

“The immigration of today is mainly from the East, the country of Islam 
Asia and Africa. * * * There is nothing like this in any other army, but for 
us it is a categorical imperative of security and existence * * *” (409). 

So Mr. James G. McDonald, on page 227 of My Mission to Israel, quotes his 
private diary of July 29, 1950, as follows: 

“Eban, he (Ben-Gurion) said, was returning to the United States to sound 
out the practicability of a plan to speed up immigration so that Israel might 
have a population of 2 million within 2 years and to increase and reequip the 
Israel army. He knew that the huge sums necessary could not be raised unless 
our Government were sympathetic. A billion dollars from public and private 
sources would be required.” 

4. To call these Zionist funds “exclusively charitable” in the light of Mr 
Ben-Gurion’s expressions would seem utterly improper. But this is reinforced 
from many other sources. Maurice Samuel, a devoted Zionist and follower of 
Weizmann, in his recent book Level Sunlight, is still more frank. I quote: 

“There was an indiscriminate piling in of immigrants which was neither 
Zionism nor rescue. An artificial stampede * * * swept along tens of thou 
sands of Jews who did not have to come at this time, and without excessiy 
provocation and cajolery would not have come (63). * * * We went out of our 
way to stimulate and overstimulate immigration. We paid for transportation 
* * * the immigrants could have waited with no harm to them. * * * (66 
** * We needed the maximum number of Jews in the minimum amount of 
time in order to discourage the Arabs from attempting a second round. * * * 
(68) * * * We had to get in the maximum number of Jews, helter-skelter, fron 
everywhere and anywhere, fit or unfit, convinced or merely cajoled, because it 
was necessary to fill up without delay the areas vacated by the thousands of 
Arabs who had fled their homes * * * and it was part of the effort to give an 
appearance of necessity and inevitability * * *” (68, 69). 

5. In the August 1953 number of the distinguished Jewish magazine, Con 
mentary, is a very illuminating article by Schlomo Riemer, Israel economist 
which makes a mockery of this charitable idea. Among other things, he says 

“We are shielded against the icy winds of economic reality by the magi 
phrase, the ‘ingathering of the exiles’ * * * now for the fifth year runnin; 
drawing forth hundreds of millions of philanthropic dollars * * * unrequited 
imports * * * Without any productive effort of their own, every Jewish man 
woman, and child * * * commands a volume of goods and services * * * thre« 
times the total means of subsistence per head of * * * Egypt, Iraq, and Syria 
and is well above the $100 figure at which more than half of the world’s popula 
tion are subsisting * * * (141). 

“There exists only one force which * * * can cancel out the pressures * * 
And that is the people who provide the Government with 85 percent of its annua 
imports. Jf American Jewry could summon up the moral courage to assume the 
role not merely of paying the piper, but of calling the tune * * * (145) they 
could exert the necessary influence.” 

Even Mr. Riemer does not seem to realize that, under our topsy-turvy tax 
system, American Jewry quietly passes on most of the load to helpless tax 
payers. If American Jewry should “call the tune” why should not the American 
Congress and the Internal Revenue Department act instantly in the premises? 

6. London’s New Statesman and Nation of August 18, 1951, published a very 
luminous article from Samuel Rolbant of Tel-Aviv, which reduces to the ridicu- 
lous certain phases of this immigration as charity. I quote from this briefly: 
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“The recent wave of immigration has brought into the cities of Israel little 
of the idealism which went to mold Jewish Palestine into a progressive labor 
commonwealth, and many of the things which the Jewish National Home was 
meant to abolish, 

“It brought to the country thousands of black marketeers from postwar Ger- 
many, smugglers from Damascus, horseflesh dealers and horsethieves from 
Turkey, professional Rumanians, toughs from Morocco, billiard boys from Casa- 
blanea, currency dealers from Shanghai, British subjects who could not solve 
their differences with His Majesty’s Inspector of Taxes, embezzlers from all 
countries to which they could not be extradited * * * and thousands of others 
who simply embody the agelong Jewish tradition of living by avoiding pro- 
ductive labor.” 

If Mr. Rolbant’s description be at all representative, that the cost of such a 
migration should be passed on to American taxpayers as “charity” would seem 
obviously illegal and absurd, 
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The official Jerusalem plan (227-page book is called Data and Plans) seems 






to me a confession of despair. After receipt of approximately a billion dollars 
from America, the tiny new state owes $376 million (100). Its annual adverse 
balance in consumption goods alone is $145 million (227) If it can receive in 






unrequited funds from abroad over the next 7 years a total of $1,710 million, it 
hopes to reduce its net annual deficit to $75 million 

Henry Montor, manager of the bond drive, is quoted in the Jewish Post of 
November 16 as saying that Israel is paying 8 to 15 percent interest on its short 
term loans. Manifestly its credit is not high. His hope that the $130 million 
Israel bonds sold in America will not be “dumped” when they may be sold 
after May 1, 1954, is because “They bought Israel bonds out of a desire to help 
Israel.” That does not express confidence in these bonds as an investment 

The chairman of the Leumi Bank, Mr. E. S. Hoofen, points out in the May- 
June 1953 number of the official Israel Economie Bulletin, that the policy pursued 
has created a rich man’s agriculture in a poor man’s country The Mister of 
Commerce, Mr. Peretz Bernstein, seems of like opinion in the same bulietin of 
December—January. Last year our State Department sent Prof. Gardner Patter 
son of Princeton to Israel to make an economic survey. He describes his con 
clusions in the January 4 Foreign Affairs. He seems to find some hope, but his 
facts do not seem to differ widely from those of Messrs. Hoofen, Bernstein, and 
Riemer. 
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Personally I can see no hope whatever. By births over deaths alone, the 
population is doubling every 27 years, quite apart from migration Data and 
Plans estimates an increase in the Jewish population of Israel’ since the Arab 
Israel War of 147,000, and expects a further such increase of 300,000 (225) in 
the next 7 years. Our own Census Department made a report on Israel in 1952, 
calling its population one of the fastest growing in the world. 

As if that were not enough, the 1953 Jewish Appeal notes that in that year they 
hoped to bring 40,000 more immigrants, 68 percent from North Africa and 
notably of children from the “mellahs,”’ where the “birth rate more than exceeds 
the death rate and the departure rate.” 

The bills are being sent to the United States, by indirection to its taxpayers. 
By what type of reasoning is American charity obligated to rescue the excess 
fecundity of prolific squalor? The world’s population is increasing 75,000 every 
morning, 25 million a year. Even the Perlman Commission said we could not 
help Asia by migration. In non-Communist Asia alone the increase is 10 million 
a year. Europe increases 3 million a year. Why are Israel and the mellahs 
of Africa the obligation of the American taxpayer? 
















Mr. Cuurcum.ut. Mr. Chairman and gentlemen of the committee, 
my name is Arthur M. Churchill. I am a retired lawyer of Portland, 
Oreg. I ask your attention to a very urgent question which was 
not discussed at all, I am told, before the House committee. As I 
see it, this is a vital part of the burning issue in the Middle East, 
which now threatens the peace of the world. 













1 By excess of births over deaths. 
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_ Lam deeply interested in foreign affairs and have studied certain 
issues more exhaustively than is usually possible. I represent no one 
but myself, but I feel that you will welcome the views even of private 
citizens, if they seek, disinterestedly, to contribute to problems whic}: 
those in responsible positions must meet. 

To my mind, it is of the greatest importance, in present world 
crises, that the United States be impartial in its approach to the 
acute difficulties of less fortunate peoples. I bring to you this appeal 
because I fear that, without intending to do so, we have departed 
gravely from that ideal. I do not believe that even your committee 
realizes what vast sums we have sent, by indirection, into the Middle 
East controversy. I am concentrating today on the charitable clauses, 
not because they are our only lapse in fair dealing, but because of this 
moment your committee is reviewing these. 

If you will restudy the subject of charitable exemptions, insofa: 
as they have been applied to contributions sent abroad, I think you 
may be astonished. It is my opinion that such a review may accom 
plish three very important things: 

(1) You may well save to the taxpayers, over a period of years, 
several hundreds of millions of dollars. 

(2) You may correct a costly interpretation of the law, not intended 
by anyone, which has grown up gradually by accretion. 

(3) You may remove distortions which contribute greatly to the 
present chaos in the Middle East. These distortions and the bitter- 
ness they produce may easily plunge the world into the war which 
humanity everywhere is seeking to avoid. 

Fortunately, the figures you will require are at your hand. The 
Department of Commerce has tabulated international balances, 
roughly by causes, which will give you a fairly close picture of the 
totals. If you will add to these the records of the Department of 
Justice under the Foreign Agents Act and the parallel tables from 
the Jewish Yearbook and the annual brochure of the United Jewish 
Appeal, you will have the essence of the situation. 

Zionist contributions to Israel have been amazingly generous. What 
has not been realized is that nearly all of this, as with all large funds, 
comes from big givers. I am reliably advised that 90 percent of the 
gifts to Jewish charitable funds comes from 19 or 20 percent of the 
givers. And under our high tax rates and the charitable exemption 
rules, these “big givers” are allowed to deduct such gifts from their 
top brackets, in figuring their income taxes. 

The result has been a very distorted situation. Such deductions 
do not come out of the atmosphere. The Government must go on. 
You must find the tax money to finance, for example, the staggering 
costs of defense. If one group of big givers send their money abroad 
to a special community in which they have a special interest, and if 
they are allowed to deduct these sums from their taxable income, the 
load is merely shifted to other citizens, who may not even inquire 
about what causes the shift. 

The administering of charitable deductions by the Internal Revenue 
Department appears to present unsuspected opportunities for favorit- 
ism or even fraud. The printed list of exempt institutions which 1] 
have in my briefcase covers some 30,000 names. Even spot checking 
it is no small matter. If a corporation applies to be placed on this 
list and is refused, it may appeal to the Board of Tax Appeals or to 
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the courts. Then there is some chance of discussion of the proprieties. 
But if the application be acted on favorably, no one else knows any- 
thing about it. The record is secret. Other taxpayers must make up 
the loss, but have no access to the facts or figures. 

Hence, if the bureau having this responsibility be misled or de- 
ceived, or is under political pressure, or even acting fraudulently, 
those who must pay the bills seem to have no recourse. In the Zionist 
case, some hundreds of millions of dollars seem involved. The scandals 
in certain fields of internal revenue are fresh in our minds. But the 
citizen is helpless. The multiplied and interlocking Zionist funds 
and their beneficiaries render no detailed public accountings, so far 
as I can learn, which differentiate these items. 

If my view be correct, this is not merely an unjustified extension of 
the whole concept of charitable exemptions. Nor does it merely 
involve the loss of hundreds of millions of dollars. Far more im 
portant is that the reputation of the United States for impartiality 
is being jeopardized. Both Secretary Dulles and Adlai Stevenson 
have expressed this fear. In his June 1, 1953, broadcast, Secretary 
Dulles said, among other things: 

The atmosphere is heavy with hate . The United States should seek to 
allay the deep resentment against it that has resulted from the creation of 
Israel * * Today the Arab peoples are afraid that the United States will back 
the new State of Israel in aggressive expansion. They are more fearful of 
Zionism than of communism, and they fear lest the United States become the 
backer of expansionist Zionism. 

No recent statement has been more courageous than that of Gov 
ernor Stevenson, in his “No Peace for Israel,” in Look magazine of 
August 11, republished in the November Reader’s Digest. He con 
firms Secretary Dulles: 

They—the Arab leaders—are quick to blame the United States and the Zion- 
sts for their woes, and American prestige and popularity—once so high—have 
fallen to a low estate. 

It is generally accepted that Israel could not have been created, nor 
could presently survive without tremendous American support. In 
the Saturday Evening Post of December 24, 1949, Israel was deseribed 
as having been masterminded in the White House. The late Secre- 
tary Forrestall, in his diaries, and Alfred Lilienthal, in his recent 
book, “What Price Israel,” describe the creative manipulations in 
detail. 

Part of the colossal sums sent from America have really come from 
private pockets. But most of them, it will surprise many to know, 
come ultimately from the taxpayers. The use of the “charities” clause 
is only a part of this. But it is the largest item. ‘The loan of $130 
million by the Export-Import Bank, out of all proportion, per capita, 
to any other loan, calls for investigation without fear or favor. And 
the so-called grants-in-aid are purely contributions by the taxpayer. 
The pressure on Congressmen and Senators has been very great. Said 
Senator Russell, of Georgia, chairman of the Foreign Relations Com- 
mittee, on the Senate floor in 1951: 

All of us have had constituents who have appealed to us to support not only 
the inerease—from $40 million to $50 million—but we have also had appeals 


made to us to introduce a bill such as these two Senators are sponsoring, to 
give Israel $150 million as a grant. 
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Altogether, is my estimate that there has been sent to Israel, 

out of the American economy, close to a billion dollars. And it is 
proposed under the new “Jerusale m plan” of last October that we 
send another billion over the next 7 years. The greater part of these 
vast sums, without precedent in human affairs, come directly or 
indirectly out of the taxpayers. I commend this to your further 
study. 

That is the end of my oral statement, Mr. Chairman, and the sup 
plement ry material is at the disposal of the committee. 

The CuHarrman. What is your specific recommendation ? 

Mr. Cuurcum, This is rather too involved a matter for me to sug 
gest. I person: lly, as I pointed out on page 6 and following, of my 
supple mentary material, feel that the present laws, if they were taken 
account of very carefully, might cover this. But I don’t think the 
private citizen or anybody « Ise can get into the question, under the 
present status, and I have wees utterly baflled to know how to do it. 

I think the records which are on file, as to these corporations, 30,000 
of them, asking exempt status, should be available in some form to the 

yublic, so that we may know what led up to these decisions and not 
= utterly helpless. I think that technicians, perhaps the new Com 
missioner of Internal Revenue, if he would give it his personal atten- 
tion, or Mr. Stam, might find techniques. How to do it is a rather 
technical question, which is somewhat beyond people like myself. 

The Cuatrman. Well, what do you want to do? 

Mr. Cuurcuiti. Well, I should like this committee to study the sit- 
uation exhaustively and see, as I can’t—I don’t even get a reply from 
the office. They say that this is a secret matter and we can’t give 
it to you. 

Personally, I have stated on page 5 and following, my reasons why 
I think this is not charitable at all under the present law. It would 
be merely a technical matter of requiring its review by the Depart 
ment, by somebody who has authority. Certainly, I think the law 
should provide that these records in some form should be available 
and not be secret, so that we are utterly helpless. 

The Cuamman. Well, are you objecting to charitable contributions 
that find their way to Isr ael? Is that your point? 

Mr. Cuurcuitu. I haven’t time to read the supplementary materia] 
here, but my idea is that these are not charitable contributions at all, 
in the sense of the statute. But there is no help for it. They have 
been decided by the Bureau to be, and I find no way to get at it. 

The Cuarrman. Well, the present administration has a friendly in- 
terest in Israel. And are you making a blanket objection to any 
charitable contributions made to Israel, or to activities in Israel ? 

Mr. Cuvurcuiii. Not at all, Mr. Chairman. I think these are pri- 
marily, as I pointed out on page 5 and following, military and not 
charitable, in the sense of the law. The law says these must be 
exclusively charitable. 

The law says further that they must not be used at all substantially 
for propaganda or in an attempt to influenc e legislation. In my judg- 
ment, and I quoted from Ben-Gurion’s book, and numerous others, if 
you take time to go into these pages, these moneys that have been 
sent to Israel have not been essentially charitable. They have been 
essentially military, or otherwise. The matter is covered in greater 
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detail there, in my statement and I will be glad to go into it in further 
detail if you wish. 

The CnatrmMan. Well, we will get what you said out of what you 
have filed. We have a very expert force of digesters and they will 
digest what you have had to say and bring it to the attention of the 
committee. But I am just trying for my own information, without 
rehashing what you have in your written statement, to find out what 
your point is. 

Mr. Cuurcnti.. Your question as to just how I would correct it, 
technically, Mr. Chairman, the drafting of legislation is a highly 
technical matter and I shouldn’t presume to do that without con- 
sultation with those who know it thoroughly. 

The Cuarrman. What I was wondering about was whether you 
were trying to bar all charitable contributions to Israel. 

Mr. Cuurcuitt. I am trying to bar from exemption all contribu- 
tions to the United Jewish Appeal or other charitable things, the 
major part of which goes to Israel. I do not think in the main they 
are charitable. Without going into too much detail—they are to go 
to agricultural improvement or to transportation, or to home building, 
for the immigrants. Mr. Ben-Gurion himself says flatly that the 
bringing in of the mass of immigrants at this time has been military, 
not charitable. 

I do not think, as I said in my statement, there is any possible 
charitable contribution from this country whereby they can ever 
achieve what they are after. But that is too long a story for me to 
take out of the record, unless you wish me to. 

The CHarrman. We are very glad to have your statement. I 
simply wish to repeat that as far as this administration is concerned, 
and I think the preceding administration, we have a very friendly 
interest in Israel. 

Mr. Cuurcuit. I have no objection to that at all. 

The Cuarrmn. And we are trying to bring the Israelis and the 
Arabs into a state of peace. I think that, just as a generality—we will 
ultimately get to the details of what you have to say—I doubt very 
much whether there would be any hindrance to a true charitable gift 
to activities in Israel. 

Mr. Cuurcutmz. Mr, Chairman, I think that is quite correct, and I 
would subscribe to that. My point is that these have not, when they 
are analyzed correctly, been charitable. 

The Cuatrrman. Thank you very much. 

Mr. Churchill, I would just like to read to you the provision in the 
last Republican platform, on Israel; 

The Republican Party has consistently advocated a national home for the 
Jewish people, since a Republican Congress declared its support of that objective 
30 years ago. In providing a sanctuary for Jewish people rendered homeless 
by persecution, the state of Israel appeals to our deepest humanitarian instinct. 
We shall continue our friendly interests in this constructive and inspiring under- 
taking. We shall put our influence at the service of peace between Israel and 
the Arab States and we shall cooperate to bring economic and social stability to 
that area. 

[ just wanted you to know what the policy of the present admin- 
istration is, and I may say the policy of the previous administration 
was also a liberal one toward Israel. 

Mr. Cuurcui. I think, Mr, Chairman, if you will read my state- 
ment in detail, you will find I do not differ with that particularly. 
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The Cuarrman. Thank you. 
Mr. Halperin, please. Mr. Halperin, be seated, please, and identif 
yourself to the reporter. 


STATEMENT OF J. STANLEY HALPERIN, NEW YORK, N. Y. 


Mr. Havrerrn. Mr. Chairman and gentlemen, I am J. Stanley 
Halperin, of 46 Cedar Street, New York, N. Y. I appear in opp: 
sition to section 171 (b) (1) (B), relating to amortizable bond pr: 
mium. I request permission to file a formal statement. 

The CuarrMan. It will be put in the record. 

(The prepared statement of Mr. Halperin follows :) 


STATEMENT OF J. STANLEY HALPERIN IN OPPOSITION TO SECTION 171 (b) (1 
(B)—AMORTIZABLE BOND PREMIUM 


Mr. Chairman and gentlemen, I am J. Stanley Halperin of 46 Cedar Street 
New York, N. Y. I appear in opposition to section 171 (b) (1) (B). 

This provision will disallow the deduction of amortization of bond premiu 
from date of purchase to the earliest call date where a bond is issued after Jan 
uary 22, 1951, and is callable within 3 years from the date of issue. 

The provision makes no distinction whatsoever between the case where ar 
early call date was provided because of bona fide business reasons including the 
insistence on such a provision by the SEC and the Public Utility Holding Com 
pany Act of 1935 and the case where the Ways and Means Committee says “the 
call feature is nominal or inoperative.” ‘ 

But the provision does make a distinction based on date of issue. A bona fide 
callable bond issued after January 22, 1951, falls within the new provision, but 
a confessedly tax-motivated callable bond issued before that date falls outsids 
the new provision and now receives legislative approval of its use for tax-savings 
purposes. 

It is difficult to reconcile this House proposal, which admittedly was adopted 
on the recommendation of the Treasury Department, with the two basic funda 
mentals of policy which have always been followed in tax legislation, and es 
pecially by this committee, namely: 

1. The bona fide conduct of business in the ordinary way shall not be im 
peded. 

2. Retroactivity is to be avoided, especially where the practice has been 
known to and approved by the Treasury Department, and the corrective pro 
vision shall be made prospective only in its operation. 

The Treasury has not cited any case where an immediate call feature in a 
bond was “nominal or inoperative.” It has not shown why it is not “bona fide 
eonduct of business in the ordinary way” to include such a provision. 

On the contrary, it is fundamental that it is good business to insert an early 
eall date in a long-term bond issue. Practically every utility bond financing 
for the past 20 years has provided for redemption at any time after issue on 30 
days’ notice, thereby enabling a refinancing of the issue when, as, and if a re- 
financing can be made at a lesse> rate of interest. 

The wave of refinancing which has taken place in the past few months is ample 
testimony that such practice is good business. The inability of railroads which 
issued noncallable bonds to take advantage of lower interest rates through a 
refinancing, and their attendant financial difficulties, is but further proof. 

Lastly, the SEC disapproves of restrictions rendering such securities partially 
or totally noncallable, because such noncallability introduces a potential “lack 
of economies in the raising of capital” by an issuer utility and holds that partial 
noncallability may run counter to the spirit and intent and the policies expressed 
in the Publie Utility Holding Company Act of 19385. (In re Arkansas Louisiana 
Gas Company, SEC file No. 70-3129.) 

Nowheres has it been shown to be contrary to the bona fide conduct of business 
in the ordinary way where a bond contains an early call feature. The House bill 
will, in effect, impede this worthwhile and desirable practice, and will result in 
the following situations with regard to bonds of public utilities: 

(a) The new provision will place a premium on bonds which contain a restric- 
tion against callability within 3 years and 1 day from the date of issue 
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(1) Tax Service are already recommending such restriction on callability. 
For example: special memo from J. K. Lasser dated April 1, 1954, published 
by Business Reports, Ine., states : 

“In financing with callable bonds, don’t include a call date earlier than 3 
years from issuance date, if practical. If you do, the investor will be re- 
quired to amortize any premium he pays from time of purchase to bond 
maturity. You force him to spread ordinary deductions over a longer 
period—your bond loses attractiveness as an investment.” 

(2) If nonutilities follow the suggested policy of inserting a 3-year re- 
stricted-call provision in new financing, the marketability and attractiveness 
of immediate call utility bonds will be inferior to nonutility bonds; ulti- 
mately resulting in higher interest rates payable on utility bonds to make 
them equally attractive to nonutility bonds; and thus an interest rate higher 
than the going market rate will result in inability to reduce rates to con- 
sumers. 

(b) If utilities insert a 3-year restricted-call provision in order to make their 
bonds as marketable and attractive as competitive nonutility bonds, they will 
run contra to the spirit and intent and policy of the Public Utility Holding Com- 
pany Act of 1985 and endanger the present right (in the case of immediately 
callable bonds) to refinance at a lesser rate of interest by taking advantage of 
changes in the money market. Even assuming approval by the SEC of a restric- 
tion on callability, the money market 3 years from the date of issue is impossible 
to forecast and a utility with a restricted-call bond issue may be indefinitely re- 
stricted from refinancing at a lesser rate of interest. 

(c) If, despite the inadvisability of including a restriction on call, prospective 
utility issuers do insert such a provision in order to make their bonds competi- 
tively marketable and attractive to nonutility issues, by including a provision 
that the bonds are callable at any time on 30 days’ notice after the first 3 years, 
any premium paid on such bonds will be amortizable to the earliest call date, 
and a purchaser, after the first 3 years, will be permitted to amortize his premium 
over a 30-day period. Assuming this practice with regard to new issues becomes 
widespread, the situation in 1957 would be as follows with respect to bonds 
callable at any time on 30 days’ notice in 1957 and thereafter : 

(1) Date of issue prior to January 23, 1951—despite the fact that the 
bonds were callable at any time from date of issue—period of amortization 
wil be 30 days. 

(2) Date of issue January 23, 1951 and thereafter 

(A) If callable at any time within 3 years from date of issue—period 
of amortization will be from date of purchase to maturity, even though 
there has been no call within the first 3 years from date of issue. 

(B) If callable only after 3 years from date of issue—period of amor- 
tization will be 30 days. 

(d) Utilities which issue bonds during the period January 23, 1951 to January 
22, 1954 will have outstanding bond issues which will be the least attractive to 
investors in the securities market. Thus, the market price of these bonds will 
not be similar to those of competitive bonds whose premium can be amortized 
immediately, and thus, the market price will tend to remain at or near redemp- 
tion value level. The goodwill and following of the utility in the securities 
market will be seriously damaged; making additional bond flotations and re- 
financing more difficult to market and thus requiring the utility to pay a higher 
rate of interest than competitive utilities. 

Moreover, the Treasury Department has never questioned the “bon fides” of 
an early call date. It has issued many rulings on this very subject, to the effect 
that the bondholder may claim amortization to the earliest call date. This 
practice is not something new. The Treasury has been fully aware of it. Yet 
it now requests a provision which, in effect, states that the issuance of a bond 
with an early call date is not the bona fide conduct of business in the ordinary 
way. That being the case, then it would seem that this provision is more 
designed to regulate business than to close a possible loophole. We will have 
a situation where, although good business and the SEC dictate the insertion of 
an early call date, the Internal Revenue Code will penalize the bond which does 
have an early call date, and in effect compel the insertion of a later call date. 
This is regulation of business conduct. As such, it would be contrary to the 
policy which has always guided this committee. That policy has been to use 
the revenue laws only for the purpose of raising revenue and not for the purpose 
of reforming and changing the procedures and practices of business. 

There is no justification for making the House provision retroactive.to bonds 
which were issued after January 22, 1951, and before January 23, 1954. Ob- 
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viously, such bonds cannot now be changed to alter the call features. Investo: 

in such bonds, who invested prior to January 23, 1954, had no knowledge o 
notice that the law would be changed. No mention of any possible change had 
ever been made prior to January 22, 1954, by the Treasury, the staff, the Ways 
and Means Committee, or anyone else. The committee report recognizes that th« 
new provision will result in retroactive application to such bonds. It specifical! 

exempts pre-January 23, 1951, bonds from the retroactive application of the new 
provision because us to investors in pre-January 23, 1951, bonds it will constitut 
“unfair retroactive application.” No reason is given anywhere why there is not 
equally “unfair retroactive application” to investors in post-January 23, 1951 
bonds. 

Under the committee’s original announcement on January 22, 1954, no dis 
tinction was made between bonds already issued on that date, regardless 
whether the bonds were issued before or after January 22, 1951. It was onl) 
in the committee’s announcement on February 25, 1954, that a distinetion ir 
treatment was made as to bonds already issued, which difference in treatment 
was dependent on whether the “date of issue” was before or after January 22 
1951. Certainly an investor prior to January 22, 1954, in a bond could not 
be expected to have foreseen on the day he acquired his bond that the date of 
issue of his bond would become of material importance in determining whether 
when he came to sell his bond, his purchaser would or would not be able to charg: 
off the premium to the earliest call date. Yet under the House provision, an 
arbitrary date now determines whether the retroactive application is “fair” o1 
“unfair.” There is no justification for a distinction in the treatment of bonds 
which were already issued on January 22, 1954, regardless of their “date of 
issue.” 

Nowhere else in H. R. 8300 is the closing of an alleged loophole made retro 
active. Thus, in the case of section 264, dealing with disallowance of interest 
paid in connection with single premium annuity contracts, the interest deduction 
is denied only as to annuities purchased after March 1, 1954. Under section 274, 
relating to disallowance of rental payments to governmental units for use of 
manufacturing facilities, the rental deduction is denied only if the governmental! 
unit issued its industrial development revenue bonds after the date of the com 
mittee’s announcement, viz, January 21, 1954. In no case, other than this pro 
vision to which I object, has the proposed change in the existing law been made 
applicable to bonds or other contractual obligations which had been entered 
into on or before the date of the committee’s announcement. This is the only 
case of retroactive application, and even then, a distinction is made in its 
retroactivity. 

I submit that in conformity with the basic fundamental policy of your com 
mittee of avoiding retroactivity, especially where the practice has been known 
to and approved by the Treasury Department, the House provision should not 
be made retroactive to bonds already issued on January 22, 1954. Existing 
law should be made applicable to all such bonds and not just to those issued 
prior to January 28, 1951. On the contrary, if the provision is to be made 
retroactive, it should apply equally to all bonds already issued on January 22, 
1954, regardless of date of issue. 

The pushing up of the date from January 22, 1951, to January 22, 1954, so as 
to make the new provision effective only as to bonds issued after January 22, 
1954, will result in no unfair retroactive application of the provision. However, 
while it will give equal treatment to all bonds already issued on January 22, 
1954, it may still result in in inequality of treatment between bonds issued on or 
before January 22, 1954, and those issued after that date. Moreover, it will 
not accomplish the following objectives: 

(a) The avoidance of business regulation by the Internal Revenue Code, since 
the new provision will induce new issuers to insert a “first callable date” of 3 
years and 1 day from the date of issue. 

(b) The avoidance of the quick chargeoff of bond premium for tax-savings 
purposes, both in the case of the pre-January 22, 1954, bond and the new type 
“callable-after-3-years” bond. 

To achieve these objectives, and the major objective of equality of treatment 
of all bonds, regardless of their date of issue and regardless of their immediate 
callability, I suggest the House provision be changed as follows: 

1. Where a fully taxable bond is callable within 3 years from the date of pur- 
chase, the earliest call date shall be assumed to be 3 years from the date of 
purchase. (Existing law should remain unchanged with respect to a fully tax 
exempt bond.) 
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2. If such a bond is called within the 3-year period, the taxpayer shall be 
entitled to either- 

(a) Deduct the balance of the unamortized premium as an ordinary deduc- 
tion in the vear of redemption; or 

(b) Recompute his amortization over the shortened period and claim the 
revised amortization for the applicable years. 

The above solution will result in 

(a) Equal treatment of all bonds, regardless of their date of issue 

(b) Accomplishment of the objective of the House provision to eliminate a 
possible tax-avoidance device 

(c) Noninterference with the good business conduct and practice of retaining 
the right to retinance a bond issue at a lesser interest rate. 

(d) No conflict between a practice ah =: might be otherwise encouraged by 
the House provision (“restriction on call’) and the practice insisted upon by 
the Securities and Exchange Commission (“no restriction on call”) 

(e) Retention of the present statutory recognition that sound accounting 
practice requires that bond premium be amortized. 

(f) The nonopening of the pre-1942 loophole in the case of tax-exempt bonds, 
where the unamortized premium was deductible as a capital loss although the 
interest was exempt from tax. 

The CratrmMan. Do you appear for yourself, Mr. Halperin ? 

Mr. Harrerrn. I am appearing for myself. 

Senator Kerr. What is your business? 

Mr. Havrerrn. I am an attorney. 

Senator Kerr. Are you appearing as a professional ? 

Mr. Havrertn. No; Lam appearing as a taxpayer. 

Senator Kerr. As a taxpayer? 

Mr. Haurerrn. As a taxpayer. 

Senator Kerr. Aside from any clientele? 

Mr. Hatrerrn. Aside from any clientele, sir, because I am also pet 
sonally affected by this provision. 

Senator Kerr. That makes it serious. 

Mr. Haurerin. I agree with you, sir. 

Pursuant to your suggestion, I have discussed this matter with the 
staff and the Treasury, and Mr. Kenneth Gemmill has authorized me 
to state to you that he will submit a recommendation regarding this 
provision for your consideration in executive session. 

The Cuarrman. What is the provision ? 

Mr. Haurrrm. Amortizable bond premium, section 171 (b) 

1) (B). 

Under existing law, bond premium may be amortized from the date 
of purchase to the earliest call date or to n raturity, regardless of the 
date of issue of the bond and reg ardless of the fact that the earliest 
possible call date may be within 3 years from the date of issue. 

Under the proposed section 171 (b) (1) (B), where the date of 
issue of a bond is prior to Janua iry 25, 1951, there will be no change 
from existing law. On the other hand, where the date of issue of the 
bond was January 23, 1951, or later, then if the earliest possible call 
date is within 3 years from the “a ite of issue, the only period of amorti 
zation will be from the date of purchase to maturity. However, if 
the earliest possible call date is 3 years and 1 day later from the date 
of issue, amortization will be allowable from the date of purchase 
to the earliest possible call date, regardless of when the bonds were 
purchased. 

It is difficult to reconcile this House proposal, which admittedly 
was adopted on the recommendation of the Treasury Department, 
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with the two basic fundamentals of policy which have always bee: 
followed in tax legislation, and especially by this committee, namely : 

(1) The bona fide conduct of business in the ordinary way shall not 
be impeded. 

(2) Retroactivity, particularly discriminatory retroactivity, is to 
be avoided, especially where the practice has been known to and ap 
proved by the Treasury Department, and the corrective provision 
shall be made prospective, according to this committee, only in its 
operation. 

Such a provision will interfere with the bona fide conduct of ‘sy 
ness in the ordinary way. It will place a tax premium not only « 
those 30-day callable bonds which were issued prior to January 93, 
1951, but on all future 30-day callable bonds where the earliest pos 
sible call date is at least 3 years and 1 day from the date of issue. 

It will induce future issuers to provide for a first call date whicl 
is 3 years and 1 day from the date of issue. Tax services are already 
recommending that such a restriction be included in new issues. For 
example, special memo from J. K. Lasser, dated April 1, 1954, states, 
and I quote: 

In financing with callable bonds, don’t inelude a call date earlier than 3 years 
from issuance date if practical. If you do, the investor will be required t 
amortize any premium he pays from the time of purchase to bond maturity 
You force him to spread ordinary deductions over a long period. Your bond 
loses attractiveness as an investment. 

Such a provision in future issues will prevent issuing companies 
from refinancing at lesser rates of interest during the noncallable 
period, a restriction which is frowned upon by the SEC, and a restric 
tion which will prevent the issuers from taking advantage of lower 
money-market interest rates and, in the case of utilities, restrict them 
from reducing rates to consumers. 

I might add that the Edison Electrical Institute has filed a brief on 
this very point. I found out about it this morning. 

Moreover, the Treasury Department has never questioned the bona 
fides of an early call date. It has issued many rulings on this very sub- 
ject that the bondholder may claim amortization to the earliest call 
date. 

The CuHarMan. Just a minute. What was the view of the com- 
mittee on that? 

Mr. Smiru. It was intended to operate as the witness said but since 
the bill was reported a number of complaints on this have been 
received. 

The Cuarrman. Is it being reviewed by the staff? 

Mr. Smirn. Yes, sir. 

Mr. Harrertn. This practice is not something new. The Treasury 
has been fully aware of it; yet it now requests a provision which in 
effect states that the issuance of a bond with an early call date is not 
the bona fide conduct of business in the ordinary way. That being the 
case, then it would seem that this provision is more designed to regu- 
late business than to close a possible loophole. We will have a situa- 
tion where, although good business and the SEC dictate the insertion 
of an early call date, the Internal Revenue Code will penalize the bond 
which does have an early call date and in effect compel the insertion 
of a later call date. This is regulation of business conduct. As such, 
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it would be contrary to the policy which has always guided this 
committee. 

In the second place, the House proposal is in conflict with the other 
basic fundamental policy which has always been followed in tax 
legislation, especially by this committee, namely, that retroactivity, 
particularly discriminatory retroactivity, is to be avoided especially 
where the practice has been known to and approved by the Treasury 
Department. 

There is no justification for making the ore provision retroactive 
only to those bonds which were issued after January 22, 1951. Ob- 
viously, such bonds cannot now be changed to alter the call features. 

The Cuairman. What was the purpose of that particular provision, 
Mr. Smith ? 

Mr. Smirn. Senator, I don’t recall. Mr. Kraft of the legislative 
counsel’s office is here. 

Mr. Krarr. I don’t recall, sir. 

The CHarRMAN. Pay special attention to that. 

Mr. Smrru. Yes, sir. 

Mr. Hapertrn. Investors in such bonds who invested prior to Janu- 
ary 23, 1954, had no knowledge or notice that the law would be 
changed. The committee report recognizes that the new provision 
will result in retroactive application to such bonds. It specifically 
exempts those bonds which were issued before 1951 from the retro- 
active applic ation of the new provision, because as to investors in pre- 
January 23, 1951, bonds, it will constitute, and I quote, “unfair retro- 
active application.” 

No reason is given anywhere why there is not equally unfair retro 
active application to investors in post- January 93. 1951. bonds. In 
no case in the new bill, other than this provision to which I object, 
has the proposed change in the existing law been made applicable to 
bonds or other contractual obligations which had been entered into 
on or before the date of the committee’s announcement. In fact, the 
Treasury and the staff admit that this is the only provision in the bill 
which is retroactive, going back to 1951. 

I submit that the House provision should not be made retroactive 
to bonds already issued on January 22, 1954. Existing law should be 
made ap plicable to all such bonds and not to just those issued prior 
to January 23, 1951. On the contrary, if the provision is to be retro- 
active, it should apply equally to all bonds already issued on Jan- 
uary 22, 1954, regardless of date of issue. All bonds should be treated 
equally. 

I suggest that the House Bray ision be changed as follows: 

(1) Where a fully taxable bond is callable within 3 vears from date 
of purchase, the earliest call date shall be assumed to be 3 years from 
the date of purchase. 

(2) If such a bond is then called within the statutorily assumed 3- 
year period, the taxpayer shall be entitled to either deduct the balance 
of the unamortized premium as an ordinary deduction in the year of 
redemption, or, in the alternative, recompute his amortization over the 
shortened period, and claim the revised amortization for the appli- 
cable years of his ownership, similar to amortization of emergency 
facilities during the war. 

The above solution will result in the following: 
(1) Equal treatment of all bonds, regardless of their date of issue. 

45994—54—pt. 229 
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(2) Accomplishment of the objective of the House provision to 
eliminate a possible tax-avoidance device. 

(3) Noninterference with the good business conduct and practice of 
retaining the right to refinance a bond issue at a lesser interest rate. 

(4) No conflict between a practice which might be otherwise encour 
aged by the House provision, namely, to insert a “restriction-on 
call” 

The CHarrman. To insert what ? 

Mr. Havrerrn. To insert a provision in the bond indenture that 
the bonds may not be called before 3 years and 1 day. And, the prac- 
tice insisted upon by the SEC, namely, that there be no restriction on 
call. 

(5) Retention of the present statutory recognition that sound 
accounting practice requires that bond premium be amortized. 

And, lastly, it will accomplish this result: There will not be re- 
opened the pre-1942 loophole, in the case of tax-exempt bonds, where 
the unamortized premium was deductible as a capital loss, although 
the interest was exempt from tax. 

I might add that the Federal Tax Forum and the Edison Tax Insti- 
tute have both filed briefs in support of the solution suggested as filed 
by me. 

The Cuarrman. Thank you. That was an admirable statement. 

The CHarrman. Now, Mr. “X.” Mr. “X,” make yourself comfort- 
able and identify yourself to the reporter. 


STATEMENT OF MR. “X” 


(Because of the embarrassing personal nature of the following 
testimony the transcription of the remarks of the witness has been 
altered to remove identity of person. This is in conformity with the 
suggestion of the Chairman found at the conclusion of the testimony.) 

Mr. “X”. My name is “X”. I am a lawyer from (deleted). I 
appear here in connection with Representative Bolton’s bill, designed 
to incorporate an amendment to section 23 (x) of the present code, 
relating to médical deductions. 

I appreciate the cordial letter that you sent me, Your Honor, 
inviting me to come here. 

The Cuarrman. We are glad to have you. 

Mr. “X”. And it is on a very embarrassing matter. I would much 
rather speak hypothetically, or in the third person, because what I 
have to say affects me materially. 

Senator Kerr. You can still speak in the third person. 

Mr. “X”. Shall I call the situation that of Mr. “X”, or “he”? 

The Crarrman. Make it yourself. 

Senator Kerr. If it were both first and third person, I would say 
make it “he.” 

Mr. “X”. In any event, if I did try to gloss it over by speaking as 
though I were representing a client, the subterfuge would become 
apparent, so I might as well state that this is my case. 

I represent not only myself, but a large body of taxpayers who are 
confronted with very serious and exhaustive medical expenses. 

It is a well-known fact that the average citizen, if confronted with 
a serious illness in his family, will exhaust himself in many cases to 
the point of extinction not only of his earnings, but of his accumu- 
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lated capital. I don’t think that many doctors take advantage of 
them, in the ay of cases. They have expended large sums in 
preparing for their profession, and the acquisition of their skill. 
There is considerable demand for their services, and they may feel 
entitled to exact large sums. 

In my case, my daughter, following the birth of her child, had 
what is called by the doctors, a post partem neurosis, a difficult thing 
for a layman to describe. 

I read briefly the report of the Ford Hospital, under date of 
January 3, 1952: 

This patient has had psychiatric treatment at intervals since 1946 under a 
diagnosis of constitutional psychopathic personality, inadequate type. She 
was in the hospital in March 1946, following a suicidal attempt. She was 
here in June 1946, for a period of psychiatric treatment for depression, and 


she was treated here again in June 1947 for another suicidal attempt, and was 
treated at the Milwaukee Sanitarium in 1947 and 1948. 


Now, four lines more: 


Her treatment during this present hospitalization was primarily psycho- 
therapeutic. Within a few days after her admission here, her general behavior 
was much better, and she was cooperative, pleasant, and emotionally stable. 


Now, this is the important part: 


A long period of sanitarium care was recommended for her. 


When you talk to the psychiatrist in the Ford Hospital, in a case 
like this, as you may know, he will tell you that in these cases a good 
many parents have to face a dilemma) They have to abandon the 
pees or perhaps get her committed to an institution. Or, they 


ave to do their utmost to bring her back to normality, without put- 
ting her to the sacrifice that is “generally assumed a patient endures, 
in our understanding, at least, who is committed to a public institu- 
tion, and particularly one who i is told, “We’re through with you: We 
can’t do anything more for you.” 

So, they told my wife and me that there were four institutions in 
the country that gave the best care to these types of cases. One, of 
course, is the well-known Menninger Institution. 

The Cuarman. Where is that located ? 

Mr. “X”. I think that is in Kansas. 

Then, there is one here, in the suburbs of Washington, and I am 
going out there this afternoon. That is at Rockville, and is known 
as Chestnut Lodge, a highly accredited institution. And there are 
probably 2 or 3 others in the same high-priced category. 

Now, when section 23 (x) was enacted, medical fees weren’t what 
they are now, in this type and class of treatment. They have gone 
up ‘remarkably, and the standard rate now in the institutions men- 
tioned is about $1,200 a month. I hesitate to say it, but our daughter 
has been there now for nearly 214 years. Our medical expenses for 
our daughter from the year 1946 to date, according to the schedule I 
have, as shown on our income-tax record, amount to $72,260.99, with 
$1,208 still owing as of April 1, 1954, in addition. 

Now, I am not a high-priced corporation lawyer. I don’t get fees 
commensurate with these situations and, if I did, after paying my 
taxes and paying these extremely high medical expenses, I wouldn't 
have much of anything left anyhow. And maybe that isn’t the point. 
I understand the tax laws are, to some extent at least, social vehicles, 
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and maybe you aren’t supposed to have too much left. Maybe that is 
all right—a good living, clothes, food, the necessities of life. But 
under situations such as are here ‘presented, you have to work pretty 
hard to make the squirrel cage go around, including about 7 fave: a 
week, which I save been indulging in for some time. But I shouldn’t 
stress that. 


(The schedule of medical expenses referred to follows:) 


Schedule of medical expenses paid by taxpayers “X” and wife from 1946 to date 
of April 1st, 1954, almost entirely in behalf of daughter for sanitarium care 
and treatment. 


19416 5 Aste EL ulstal $5, 619. 48 
1947 DEOL. sb 2 oat gL itde > games 
1948 ve 9, 214. 94 
1949 - 7, 855. 37 
1950 __- Wy Sr 6, 158. 16 
1951 _. sine . 8,621.72 
1952 _- 4 caniiniiaaie . 14, 187. 97 
1953 - 15,1 848. 02 

y Bi 388 


aa . 99 
Due as of Apr. 1, 1954 me 208. 00 


Total to Apr. 1, 1954 p aE Bk se 73, 468. 99 


In addition to the foregoing the taxpayers have perforce expended large addi- 
tional sums for support and maintenance of the patient, including rentals, nurs- 
ing, automobile, clothing and miscellaneous expenses when intermittently out 
of sanitariums, including the patient’s traveling expenses (as well as the tax- 
payers’ and attendants’) to and from hospitals and sanitariums. 

Dated: April 1, 1954. 

Now, I think that compatibly with present situations—and I might 

say that my daughter married a wealthy man, and I don’t blame him 
very much, because it may be pretty hard to live with a psychiatric 
wife. Some husbands however have stood by their afflicted spouses 
and it expedites recovery, most people think, if the patient has some- 
one other than the parents that stands by them. But perhaps you 
can’t blame him for abandoning the situation, severing himself from 
responsibility and cutting himself loose from all continuing obliga- 
tions, except the payment of a modest monthly stipend for “the sup- 
port of the child, although a man of considerable means and earning 
power. 

And this embarrasses me considerably. I don’t like to talk about 
it. The child is with us, and my wife is 60 years of age; of course he 
is a fine boy, but night and day treatment, and that sort of thing, is 
more readily imposed upon a woman in her twenties. I think they 

van take it a little better. But, we wouldn’t part with him. He is, 
as I stated, a fine boy, and reasonably healthy except for asthma 
which keeps him uncomfortable some nights. 

The Cuamman. Don’t worry about the clock, Mr. “X”. 

Mr. “X” T am also rather worrying about my own embarrased 
position here. But, as I see it, if this new bill were enacted—and, 
Mr. Chairman, as you asked the various speakers here what they have 
to recommend in connection with their respective espousals; I have a 
specific recommendation, in line with Representative Bolton’s bill. 
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And that is that you ameliorate the burden that is placed upon us who 
work for a living, by giving us something more consonant Ww ith 
present medical chi arges in the w ay of medical ex cemption. 

In our case, we have four dependents, and are limited to a $5,000 
deduction each year, as there is a $1,250 deduction per dependent 
with a maximum total deduction of $5,000 under the present law. 
Now, when we paid around $16,000 last year, we had to first get over 
5 percent of our adjusted gross; that, of course, was not deductible. 
Then we had a segment of $5,000, $1,250 for each dependent, before 
we got to the point where we couldn’t deduct further. 

Now, if the present section pertinent to the subject matter, that is, 
subchapter B, part VII, section 213, H. R. 8300, is enacted, we would 
have only to get over 3 percent of our adjusted gross, to enter the 
realm of deductibility. I hope I am clear in this reference. 

The Cuairman. Off the record. 

(Discussion off the record.) 

Mr. X. In any event there would be some reconciliation of present 
medical costs to the present dollar and present taxes, if that segment 
is increased from $5,000 deductible as a maximum to $10,000, as 
proposed in the present compilation of H. R. 8300; that. is, $2,500 for 
each dependent, which gives you up to a maximum of $10,000. So 
that in the case of our $16,000 bill last year, we would first eliminate 
from deductibility 3 percent of our adjusted gross, instead of 5 percent. 
And then we would have a segment of $10,000 which would, under 
the proposed law, be deductible, and suffer nondeductibility of the 
amount above that, but we now, under the presently existing law have 
a larger segment of nondeductibility. 

Now, I don’t want to speak entirely for myself. There are a great 
many people in the country who are similarly affected. A good many 
of them will put all their goods on the line, so to speak, to endeavor 
to rescue the member of their family that is afflicted. That is common 
knowledge. You would, perhaps, be surprised to find that there are 
a great many people who are paying these prices that can’t afford it. 
Menninger’s, I understand, has a waiting list. You can’t get in there 
for quite a while. We had to keep our daughter in Ford Hospital, 
in their psychiatric department, for some time before we could get 
admission to one of the four recommended institutions, and we finally 
obtained her admission out here at Rockville, Md., in the Chestnut 
Lodge Sanitarium. 

The CuatrMaNn. Is she getting along all right ? 

Mr. X. I think she talks better than I do, considerably, with less 
perturbation perhaps, and less emotion. She looks good. She is the 
best looking patient they have out there. She has been a very fine 
athlete, with national athletic honors. She attended Vassar. She 
was on the Daisy Chain, which connotes brains as well as beauty. 
And she was at the head of her class at [deleted] School in [deleted }. 

She was all right until her marriage. And, living in the [deleted] 
so-called exclusive section, with the type of people she was with, I 
don’t think was a very beneficial situation. It might well have been 
better if she had gone to a country town, where they didn’t have the 

same ideas, financ ially, socially, and so forth. 

But I dislike seeing this go into the record- 
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The Cuareman. If you wish, we will take this all out of the record. 
We will make a hypothetical case out of it. 

Mr. X. Could you do that? 

The Cuarrman. Yes, we will leave it all out of the record, and let 
the staff digest it and make a hypothetical case out of it. 

Mr. X. I think it would be better. 

Senator Frear. Is it your opinion now that the maximum you could 
get would be $10,000, above the 3 percent ? 

Mr. X. I understand that to be the provision in the present draft 
(H. R. 8300). Of course, if the human anatomy could be treated as a 
machine, you would get full deduction for repairs that are necessary to 
put it back into service. You have heard that argument many times, 
and maybe the human machine has equal values to the mechanical 
machine. Also it is even true that when a person’s nonbusiness prop- 
erty suffers through casualty, full deduction for repairs is allowed. 

Senator Frear. In the present bill, can you get up to $10,000? 

Mr. X. That is in the amendment. 

Senator Frear. I mean in H. R. 8300. You don’t so interpret it, I 
understand. 

Mr. X. Well, Representative Bolton’s proposal seeks to establish 
full ded: ictibility, which I favor naturally. 

Senator Frear. I mean isn’t section 213, which is the revised one, 
or the new section number to the old 23 (x), isn’t it now in the bill 
as section 213 ? 

Mr. X. Yes. It is up for consideration, is it not? Whether or not 
it will be left in the bill, or deleted, and subject to argument 

Senator Frear. That is what I am trying to determined for my 
own information. Is that your point, that you would like this left 
in H. R. 8300? 

Mr. X. Perhaps I should be satisfied with that. I don’t think I 
can ask fortoo much. It isa considerable improvement on the former 
situation. And after you practice law as long as I have, you lean 
toward acceptance of compromise, you know. 

Of course, I would, like Representative Bolton, favor full deducti- 
bility, such as we have in the repair of machines and in the case of cas- 
ualties. There is a good argument for it. However, this might be a 
reasonable translation of higher medical fees and higher taxes; a con- 
cession to the lower purchasing power of the dollar. At the present 
time I am unfortunately working almost exclusively for the govern- 
ment and the doctors. 

The Cuatrman. Thank you very much. We are glad to have you. 

Mr. X. Thank you, sir. 

The CHairrman. Will you see that this part of the record is turned 
over to the staff, and the staff will digest it and make it a hypothetical 
case, and then we will put it back in the record. 

Mr. X. That is a very gracious comment, and I appreciate it. 

The Carman. We will meet at 10 o’clock in the morning. 

(By direction of the chairman, the following is made a part of 
the record :) 
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SATTERLEE & BROWNE, 
New York, April 15, 1954. 
Hon. EUGENE D. MILLIKIN, 
Chairman, Committee on Finance, 
Senate of the United States. 

DearR SENATOR MILLIKIN: Since because of temporary eye trouble I am unable 
to meet my appointment for today to testify orally before your committee with 
respect to H. R. 8300, I append the following statement in writing, of which I 
shall appreciate consideration by yourself and the other members of the com- 
mittee. 

Yours very sincerely, 
Huen Satrer.ee. 


STATEMENT OF Hugun SATTeERLEE ON CERTAIN FEATURES OF H. R. S300 


My name is Hugh Satterlee. I appear on behalf of myself as an individual 
lawyer, who has specialized in Federal tax law since 1918. 

H. R. 8300, the proposed Internal Revenue Code of 1954, covering 820 pages 
of ordinary type, without the appendix and table of contents, is staggering to tax 
lawyers, to Say nothing of ordinary taxpayers. Yet, after the bill was drafted 
and submitted to the House of Representatives, no opportunity was afforded to 
consider and criticize it before it was passed in the House. The previous hear- 
ings before the Ways and Means Committee and the fragmentary reports of its 
decisions on certain questions were no adequate substitute for examination of the 
bill itself. In more than 35 years of specialization in tax practice the writer 
has seen no similar situation. 

The bill contains greatly needed provisions correcting certain anomalies and 
paradoxes, but it needlessly changes the language of many provisions which 
have been satisfactory to both the Treasury and taxpayers and has gone a long 
way toward enacting into law the Treasury regulations, thereby substituting 
rigid rules of law for expressions of administrative interpretation, policy, and 
procedure. It has taken the courts a good many years, in thousands of decisions, 
practically all since January 1, 1918, to pass on most of the provisions of the 
existing Internal Revenue Code, but the present bill with its revolutionary pro- 
visions and language is likely to incite litigation for another 40 or 50 years. 

In the writer’s opinion an enormous amount of future confusion and injustice 
could be avoided if enactment of the bill were deferred to the end of the year, 
thereby affording ample opportunity for study and improvement of its provi- 
sions, The next best course would be to enact the bill to become effective Janu- 
ary 1, 1955, thereby affording opportunity for taxpayers to become familiar with 
and adjust themselves to its provisions. In any event the effective date of the 
bill should be a fixed date subsequently to its enactment, with no retroactivity 
as to the incidence of the taxes, but only, if desired, as to rates and credits. 
At the present time many business transactions, the effect of which is clear 
under the present code, are necessarily suspended because of the uncertainty 
as to whether they will be subject to the provisions of the new code and, if so, 
what those provisions will be as finally enacted. 

The uncertainty is particularly stultifying in the case of corporate distribu- 
tions and adjustments under subchapter C of chapter 1 of subtitle A. Under the 
present code it is fairly well known what the tax consequences will be. Under 
the proposed code the consequences may be quite different and so harsh as to 
preclude the transactions altogether. The following two examples are illus- 
trative of possible situations affected by the distributions provisions : 

(a) A corporation having for a number of years manufactured different 
products at different plants finds that the manufacture of one of its products 
is no longer profitable and that the market for its other products is no longer 
as wide as in previous years. The corporation accordingly sells the plant 
devoted to the unprofitable product and sells and discards part of its equip- 
ment for the manufacture of its other products. This readjustment in its 
business, the remainder of which it intends to continue, leaves the corporation 
with substantial unneeded capital, which it proposes to distribute to its stock- 
holders in liquidation of a proportionate amount of its stock. This would 
represent a partial liquidation under the present code, and the stockholders 
would realize capital gain or loss dependent upon the cost basis of their sur- 
rendered stock. 

Under the proposed new code such a situation would present no possibility 
of relief unless the facts fell within the narrow and arbitrary requirements of 
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the statute, which include the separate operation for 5 years previously of 
the discontinued branch of the business, with separate books of account (sec 
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336). Such a state of facts would rarely, if ever, occur. Otherwise a partial 


liquidation 
distribution 
branches of 


would involve the treatment as a taxable dividend of the entire 
to the extent of the surplus accumulated from the profitable 
the business. Since such an abnormal dividend might well result 


in a tax up to 91 percent, the effect would be to compel the retention in the 


corporation 
holders and 


of unneeded capital, at an economic waste to it and its share. 
a loss to the Treasury of taxes which would be payable in the event 


of profitable employment of such capital by the distributees. 

The bill should be amended to permit a partial liquidation, taxable as such, 
when an actual contraction in a corporation’s business and facilities occurs in 
circumstances which indicate that the contraction is not occasioned merely 
by normal fluctuations, but is expected to be permanent. 

(0b) A corporation many years ago organized with chiefly common stock and 
to a less extent preferred stock, for both of which it received full par value in 
cash or property, proposes to redeem its preferred stock, which for over 10 
years has been held by none of the original stockholders, although largely by 
members of their families. The individual stockholders own preferred and 
common stock in widely varying proportions. Under the present code this 
would represent a partial liquidation, and the preferred stockholders would 
realize capital gain or loss dependent on the cost basis of their preferred stock. 

Under the proposed code the distribution may be treated as a partial liquida- 
tion if, as now, it is disproportionate, but that term is drastically limited by 


complicated 


and arbitrary requirements which could seldom be met (sec. 302). 


Moreover, an individual stockholder is regarded as owning stock held by his 
spouse, his parents, and his descendants (sec. 301), except that this identifica- 
tion would apparently not apply if the individual has held his stock for 10 years 
and after the distribution has no interest in or connection with the corpora- 


tion for a } 


veriod of 10 years (sec. 302 (ec) (2), (8)). Furthermore, the re 


demption may be subject to a transfer tax of 85 percent if occurring within 


10 years fro 


m the date of issuance of the stock, which is the later of the actual 


date of issuance or January 1, 1954, thus penalizing the redemption before 1964 


of preferred 


stock issued 20 years or more before 1954 (sec. 309). 


At present the redemption of preferred stock may sometimes be treated as 
substantially equivalent to a taxable dividend, but rarely if the stock was not 


issued as a 


stock dividend. The proposed code has been designed, so it is said, 


to encourage investment in corporate enterprises through the acquisition of stock 
instead of bonds or other securities. Except in the case of large corporations 


whose stock 


is widely held and dealt in, the contrary is true of such provisions 


as have been mentioned. If an individual cannot subscribe for preferred stock 
in a corporation unless he is prepared to retain his investment so long as the 


corporation 


continues in existence, or to incur confiscatory taxes, he will natu- 


rally be more interested in acquiring its bonds, which will have a definite date 


of maturity. 
Preferred 
turn than a 


stock is a form of investment which gives the holder a higher re- 
bond, but with greater risk, and its issue should be encouraged by 


the Government because, unlike interest on bonds, the preferred dividends do 
not decrease the taxable income of the corporation. Like bonds, preferred stock 
is customarily issued to provide additional capital for a limited period, and not 
as a permanent part of the capital structure. While the preferred stock is out 
standing, the Government taxes the income derived by the use of the capital paid 
in for the preferred stock, and the holders of the stock are taxed on their fixed 


dividends. 


Any net earnings from the preferred capital in excess of the pre 


ferred dividends having redounded solely to the benefit of the common stock- 
holders, why should preferred stockholders, who have paid in capital to the 


corporation 


and have received and been taxed each year on the limited return 


due them, not be entitled to receive back their capital as such, if the corporation 
chooses to redeem its preferred stock? Why in that respect treat preferred 


stock differe 


ntly from bonds that may be redeemed ? 


Again, the proposed code gives some recognition to the unfairness of double 
taxation of corporate earnings, but in the distribution provisions would tax not 


only the inc 


but also as 
holders. It 


ome derived by the corporation from the use of preferred capital, 
dividends the capital itself when returned to the preferred stock- 
is indefensible to place preferred stock issued for value in the same 


category for tax purposes as preferred stock issued as a dividend on or in ex- 
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of change for common stock. Whether or not a preferred stockholder may also own 
c. ecommmon stock is irrelevant. 
al The proposed code should be amended to provide that preferred stock issued 
" for value paid in, limited as to dividend rate and as to sharing in the proceeds of 
le liquidation, may be redeemed at any time in partial liquidation at the issuing 
t price, plus a small premium, without liability to tax to the corporaton, or to 
e the preferred stockholders except for any capital gain. If it should be feared 
~ that corporations might be organized with nominal common stock and large 
it preferred capital, the privilege of redemption as above might be restricted to 
issues of preferred stock not exceeding 50 percent of the total paid in capital of 
o the corporation. 
n Since preparing the foregoing the writer has seen the First Report on H. R 
y 8300 of the committee on taxation of the Association of the Bar of the City of 
New York, dealing with corporate distributions and adjustments. He is thorough- 
l ly in accord with the committee’s recommendation that subchapter C be sup 
planted by the corresponding provisions of the present code pending adequate 


study of the revolutionary provisions of subchapter C. The committee’s detailed 
comments highlight the arbitrary and illogical nature of the provisions relating 
| to corporate distributions, even while making helpful suggestions for correcting 
| them in furtherance of their presumable objectives. 

However, it is suggested that all such provisions, if implemented logically and 
their purpose approved, might preferably be condensed into a statement that 
all distributions by corporations in partial liquidation shall be regarded as divi- 
dends to the extent of the surplus of the corporation. Then, as a result which 
the distribution provisions of subchapter A seem intended to accomplish, stock- 
holders could never get their capital out of a corporation without taxes which 
they could not afford to incur, and the Government would accordingly lose the 
taxes on ordinary income not earned and on capital gains not realized because 
of the uneconomic freezing of capital. This may sound frivolous, but it is un- 
pleasantly close to the truth, for only in highly exceptional circumstances would 
taxpayers be free from the prohibitive taxes on distributions proposed in sub- 
chapter A. 





STATEMENT OF R. W. WaAskKOmM, CONTROLLER, MAGNOLIA MINING Co., 
MADISONVILLE, Ky. 


Mr. Chairman and gentlemen of the committee, the committee was unable to 
grant me time to testify in person, and therefore I hope that this statement 
will be made a part of the record of these hearings. 

My name is R. W. Waskom. I am controller of the Magnolia Mining Co., 
Madisonville, Ky. The Magnolia Mining Co. produces bituminous coal. The 
company is comparatively small, with annual production in the neighborhood of 
250,000 tons. 

Prior to 1951 our percentage depletion computation was relatively simple, 
because percentage depletion for coal was limited to 5 percent of the gross 
income from the property, not to exceed 50 percent of the net income from the 
property and our net income was sufficient in the years immediately prior to 
1951 to permit our depletion to be based on 5 percent of the gross income. Seec- 
tion 114 (b) (4) (B) of the Internal Revenue Code contains a definition of 
gross income from the property which makes the computation of the gross 
income relatively satisfactory and simple. 

In the Revenue Act of 1951 the percentage depletion allowance for coal was 
increased to 10 percent of the gross income from the property, still limited, of 
course, to 50 percent of the net income from the property. Since that time the 
bituminous coal industry has entered upen a period of severely depressed prices 
and the industry has lost a substantial portion of its markets to imported 
residual oil, to domestic petroleum, and to natural gas. The industry’s produc- 
tion in its peak year, 1947, was 630 million tons. This had dropped to 533 million 
tons in 1951. In 1952 the industry’s production dropped to 465 million, and in 
1953 the industry’s production was only 453 million tons. Through March of 
this year the industry’s production is running 16 percent below the production 
for the corresponding period of last year. Although many forecasts indicate 
that in 15 to 25 years the demand for bituminous coal will increase substantially, 
there is no indication that the present condition of the industry will improve 
j during the next several years. 
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As a result of this economic condition, practically all coal-producing compa- 
nies are forced to compute their percentage depletion under the limitation on 
the net income, because the net income is not sufficient to allow them to utilize 
10 percent of the gross income. For practical purposes, therefore, the compu- 
tation of the net income from the property governs the amount of the percentage 
depletion allowance in the bituminous coal industry. 

When these conditions put the Magnolia Mining Co. into the bracket where net 
income, rather than gross income, governed the depletion allowance, we found 
ourselves faced with an unreasonable and inequitable situation. The 1939 code 
does not provide a definition of “net income from the property.” Under the 
regulations issued by the Commissioner of Internal Revenue, the net income 
from the property must be reduced by the amount of State income taxes paid. 
These regulations have been upheld by the courts, since Congress did not see fit 
to define net income from the property. 

The State of Kentucky, like a large number of other States, allows percentage 
depletion for natural resources, with the amount of the allowance determined 
under the same rules applied by the Federal Government. 

Our company, as well as any other corporation in Kentucky, finds itself faced 
with this situation: The amount of the Federal income tax cannot be determined 
until che amount of the Federal depletion allowance is determined. The amount 
of tae Federal depletion allowance cannot be determined until the amount 
of the State income tax is known, since the net income from the property must 
be reduced by the amount of State income tax. The amount of the State income 
tax cannot be determined until the amount of the State depletion allowance is 
determined. The amount of the State depletion allowance cannot be determined 
until the amount of the Federal income tax is known, since the State law (dupli- 
eating the Federal law) requires that the net income from the property, for 
depletion purposes, be reduced by Federal income tax. 

We are advised that it is possible, through the application of principles of 
advanced mathematics, to compute the amount of these four unknowns and 
thereby determine the proper amount of tax to be paid. As a practical solution, 
after several conferences with Federal and State officials, our particular problem 
has been settled in the following fashion: After our respective State and Federal 
returns were filed, the State adjusted the amount of the State depletion allow 
ance, and therefore the amount of the State tax, by reducing net income from the 
property by the initial figure for the Federal income tax. The Federal Govern- 
ment then adjusted the amount of the Federal depletion allowance, and therefore 
the amount of the Federal tax, by reducing net income from the property by the 
adjusted amount of Federal income tax. Fortunately, the Federal Government 
did not insist on continuation of the chain of adjustments, or we never would 
know the final amount of either State or Federal tax. 

Incidentally, in this connection, there is nothing in the regulations to pre- 
vent a continuous chain of adjustments, namely, Federal to State and State to 
Federal, until the depletion factor would be reduced to infinity. This being 
the case, it would appear that the law must be amended to eliminate the pos- 
sibility that this chain of adjustments could ever be imposed on a taxpayer as 
a “matter of law” rather than interpretation by the Department in the form of 
regulations. 

Aside from the unreasonable difficulties which the treatment of State income 
taxes poses for the taxpayer, equity between competing taxpayers requires that 
the law be amended to eliminate the reduction of net income from the property 
by the amount of State income taxes. Coal companies from different States 
compete for the same markets, and many States do not have taxes based on in- 
come. As a result, the Magnolia Mining Co. pays higher Federal income taxes 
than would be paid by a competitor located in a State where there is no State 
income tax, even though all other circumstances (production, prices, and profits) 
were identical. There seems to be no logical reason why the amount of the 
Federal income tax should be higher for a taxpayer in a State which imposes a 
State income tax than it is for an identical taxpayer located in a State which 
does not impose a State income tax. 

Even as to taxpayers located within the same State, the present regulations 
impose competitive inequities. For example, the State of Kentucky imposes an 
income tax on corporations but not on individuals or partnerships. Therefore, 
under present law the Magnolia Mining Co. receives a lower Federal depletion 
allowance, and pays a higher Federal income tax, than would be paid by an 
identical coal producer located in the same State but operating under a dif- 
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ferent form of ownership—individual or partnership. This discrimination in 
the Federal depletion allowance, based on form of ownership, appears to be 
unreasonable. 

The phrase “net income from the property” has been replaced, in section 
613 (a) of H. R. 8300, by the phrase “taxable income from the property.” This 
change is referred to on page A184 of the Ways and Means report, as follows: 

“As used in section 613, the term ‘taxable income from the property’ means the 
same as ‘net income from the property’ in existing section 114 (b) (3), (4) (A), 
and no substantive change is intended by the change in language. In computing 
taxable income from the property it is intended that there be taken into account 
all deductible items (other than depletion) including such items as administrative 
and financial overhead expenditures and taxes which, under sound accounting 
principles, are attributable to extraction or processes treated as mining.” 

The effect of this provision of H. R. 8300, therefore, is to enact into law the 
unreasonable provisions heretofore contained only in the regulations. I believe 
that neither financial overhead (interest on indebtedness) nor taxes based on 
income should reduce the Federal depletion allowance. The Federal depletion 
allowance granted to competing taxpayers should not be less for one than for 
the other merely because one is in debt or is located in a State which imposes 
taxes based on income. In computing the net income from the property State 
income taxes should not be considered an expense of producing such income—it 
is in the nature of a disposition of such net income, rather than an expense of 
producing such net income. 

I ask, therefore, that the term “taxable income from the property” in section 
€13 (a) of H. R. 8800 be replaced by the term “net income from the property,” 
and that a new subsection (d) be added to section 613, as follows: 

“(d) DEFINITION OF Net INCoME From THE ProperTy.—As used in this para- 
craph the term ‘net income from property’ means the gross income from the 
minerals from the property, less the allowable deductions directly attributable 
to the mineral property upon which the depletion is claimed and the allowable 
deductions directly attributable to the processes described in paragraph (c) of 
this section insofar as they relate to the products of such property, including 
operating expenses, development costs properly charged to expense, depreciation, 
property taxes, losses sustained, etc., but excluding any allowance for depletion. 
Such expenses or deductions shall not include expenses or deductions attributable 
to, or arising out of expenditures on, other property or assets, irrespective of 
whether such property or assets are income producing or active. Deductions 
not attributable to, or arising out of, particular properties, processes or assets, 
such as general overhead, shall be fairly allocated to all properties, processes, 
and assets whether active or inactive. The term ‘general overhead’ as used 
herein shall be deemed to mean the overhead relating to the property but shall 
exclude deductions and expenses of financial overhead of the taxpayer such as 
interest, taxes based on or measured by income, capital stock taxes and the 
like.” 


GARDNER, Morrison & Roaers, 
Washington, D. C., April 15, 1954. 
SENATE FINANCE COMMITTEE, 
Senate Office Building, Washington, D. C. 

GENTLEMEN: We enclose herewith three copies of a memorandum covering 
suggested amendments to H. R. 8300. The enclosed memorandum deals with 
the qualification of widow’s allowances for the marital deduction and concerns 
specifically sections 2056 (b) (7) and 7851 (a) (2) (A) of the bill. We respect- 
fully request thet the enclosure be incorporated in the record of the hearings 
presently being conducted by your committee relative to H. R. 8300. 

Respectfully submitted. 

THOMAS J. BEDpow. 


Re H. BR. 83800—QUALIFICATION OF Wimp0w’s ALLOWANCE FOR MARITAL DrepucTIon 


Prior to the enactment of the Revenue Act of 1950, a widow’s allowance (i. e., 
an allowance out of an estate for support of a widow during the period of settle- 
ment of the estate) was specifically deductible from the gross estate, for Federal 
estate-tax purposes, under section 812 (b) (5) of the Internal Revenue Code. 
This specific deduction was eliminated from the code by the Revenue Act of 1950, 
effective with respect to estates of decedents dying after September 23, 1950. 
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However, both the Senate Finance Committee and the House Ways and Means 
Committee explained, in connection with the elimination of this specific deduction, 
that thereafter (i. e., in respect of the estates of decedents dying after Septembe: 
23, 1950) a widow’s allowance would normally qualify for deduction under the 
marital deduction section of the code. Despite the congressional purpose to have 
widow's allowances qualify for the marital deduction, the Internal Revenue 
Service, in Revenue Ruling 83 (I. R. B. 1953), announced a position which would 
deny such qualification to the widow’s allowances of many States.* To eliminate 
the view annoanced by the Service, H. R. 83800, as passed by the House of 
Representatives, contains a provision (sec. 2056 (b) (7)) qualifying widow’s 
allowances for inclusion in the marital deduction. There are, however, two 
respects in which the present provision of H. R. 8300 dealing with the matter ar« 
deficient. 

In the first place, section 2056 (b) (7) limits the qualification to amounts paid 
to the surviving spouse within 1 year after the date of the decedent’s death 
There appears to be no good reason for any such limitation. There may have 
been some feeling that abuse might result from allowing the inclusion in the 
marital deduction of support payments made to the surviving spouse during the 
period of settlement of the estate.’ Clearly, however, the limitation of the marital 
deduction to 50 percent of the decedent’s adjusted gross estate is an effective 
deterrent to abuse, and any other limitation runs counter to the congressional 
policy to permit the tax-free passage of half of a decedent’s estate to the surviv- 
ing spouse. In any event, if any time limitation is considered necessary, the 
most appropriate such limitation would be one restricting the provision to allow 
ances for the support of the spouse within the period of limitations for the assess- 
ment of estate tax, since it is the question of the amount of the estate tax due 
which normally prevents distribution of an estate and thus makes necessary the 
payment of support allowances to the surviving spouse. 

In the second place, the provisions of section 2056 (b) (7) are made applicable, 
by section 7851 (a) (2) (A), only with respect to the estates of decedents dying 
after the date of enactment of the bill. Enactment of the bill in this form would 
mean that widow’s allowances would clearly qualify for deduction in respect of 
the estates of decedents dying prior to the date of enactment of the Revenue Act 
of 1950 and after the date of enactment of H. R. 8300, but that, in view of the 
attitude expressed by the Service in Revenue Ruling 83, doubt would exist about 
the rule applicable in respect of the estates of decedents dying after September 
23, 1950, and before the enactment date of H. R. 8300, and such doubt could 
probably only be resolved through long and costly litigation. The failure of 
H. R. 8300 to make section 2056 (b) (7) applicable to the estates of decedents 
dying after September 28, 1950, would possibly not only thwart the congressional 
purpose in respect of the estates of decedents dying after September 23, 1950, 
and before the enactment date of H. R. 8300, but also unfairly discriminate 
against such estates. 

The aforesaid defects can be cured by the following amendments to H. R. 8300: 
Amend section 2056 (b) (7) by striking out the words “within 1 year after the 
date of the decedent’s death,” and by substituting therefor the following words: 
“within the period of limitations for the assessment of estate tax as provided in 
section 6501 (a) (determined without the application of section 6503)", and 
amend subtitle B, chapter 11, part IV, by the addition of the following section: 
“SEC. 2057. EFFECTIVE DATE OF CERTAIN PROVISIONS. 

“Section 2056 (b) (7) shall apply with respect to the estates of decedents 
dying after September 23, 1950.” 





t Both committee reports covering the Revenue Act of 1950 stated as follows: 

“Tnder existing law amounts expended in accordance with the local law for support of the 
surviving spouse of the decedent are, by reason of their deductibility under sec. 812 (b), 
not allowable as a marital deduction under sec. 812 (e) of the code. However, as a result 
of the amendment made by this section, such amounts heretofore deductible under sec 
812 (b) will be allowable as a marital deduction subject to the conditions and limitations 
of sec, 812 (e).” 

2Not only does Revenue Ruling 83 violate the congressional purpose, but, in addition, 
it seems clear that it is based on an incorrect construction of the terminable interest 
provision of the marital deduction section. 

* While the only possible reason for inclusion of the 1-year provision was as an abuse 
preventative, the report of the House Ways and Means Committee indicates (at p. A319) 
that the provision (sec. 2056 (b) (7)) will cover “lump-sum cash payments * * * made 
within such 1-year period although the amount of such payments may represent an 
allowance for support for a longer period of time.” 
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AMERICAN COUNCIL ON EDUCATION, 
Washington 6, D. C., April 15, 1954. 
Hon. EuGENE D. MILLIKIN, 
Senate Office Building, Washington 25, D. O. 

DeaR SENATOR MILLIKIN : The committee on taxation and fiscal reporting to the 
Federal Government of the American Council on Education reviewed with con- 
siderable care the 40 topics on which the House Committee on Ways and Means 
held hearings last spring as a basis for the provisions of H. R. 8300. The council’s 
committee then either submitted testimony for the record or informed members of 
the Ways and Means Committee by letter of their stand on certain issues directly 
affecting higher education. The following provisions of H. R. 8300 were approved 
by this committee, and we urge that they be retained by the Senate: 


Section 151 (e) (1) (B) 

Under the present law a dependent may not be claimed as a dependent if he 
earns as much as $600. Section 151 removes this earning test for children of the 
taxpayer who are not over 19 years of age, or, if older, are students attending 
school or college. 


Section 151 (d) (2) 

This section provides for the exclusion of scholarships in determining whether 
a taxpayer supplied more than half the support of his child where the child is 
attending school or college. 


Section 673 (b) 

Provides that income from a trust payable to certain charitable beneficiaries 
should be taxed to the person setting up the trust if he retains the right to take 
the principal or income back within 2 years. 

The council’s committee also submitted testimony against extending tax with- 
holdings on dividends and interest, and we are glad to note that H. R. 8300 
accepts this position. It is also gratifying to see that the charitable-contribu- 
tion limit for individuals is raised from 20 to 30 percent if this extra 10 percent 
is contributed to religious orders, educational institutions, hospitals, and 
churches. This will be of considerable help to the many educational institu- 
tions that now find themselves in dire financial straits. 

An issue which was discussed in letters to the members of the Ways and Means 
Committee and which, in our judgment, is not satisfactorily resolved in the 
House version of the bill has to do with section 170 (b) (1) (C) of H. R. 8300. 
Section 120 of the present Internal Revenue Code covering unlimited deductions 
for charitable and other contributions may be summarized as follows: 

The 20-percent limitation on charitable contributions does not apply where 
the combination of the taxpayer's charitable contributions and income tax in 
the current year and in each of the past 10 years equal 90 percent or more of his 
taxable income 

The committee on taxation and fiscal reporting to the Federal Government 
of the American Council on Education adyocates an amendment to this section 
of the code which would decrease from 10 to 5 the number of past years that the 
90-percent test is necessary. Section 170 (b) (1) (C) of H. R. 8300 liberalizes 
this slightly by providing that the 90-percent test needs to be met in only 
% out of the last 10 years, but this provision is not, in the judgment of our com- 
mittee, adequate to meet specific situations with which we are familiar. The 
council’s committee realizes that the application is not broad. However, in 
decreasing the number of years to 5 for the 90-percent test, a few more indi- 
viduals will qualify, and the advantages to such institutions as might benefit 
from their enlarged contributions would be of substantial significance. 

We shall be glad to provide additional testimony on any of these issues if the 
Senate Finance Committee desires to receive it. 

Sincerely yours, 
ArTHur 8. ADAms. 
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JEREMIAH S. BUCKLEY, 
CERTIFIED PUBLIC ACCOUNTANT, 
Bridgeport 3, Conn., April 15, 1954. 
Re Estate tax, marital deduction, Internal Revenue Code, section 812 (e) 


SENATE FINANCE COMMITTEE, 
United States Senate, 
Washington, D. C. 

GENTLEMEN : I wish to call to your attention a serious inequity that exists in 
regard to the allowance of the marital deduction under section 812 (e) of the 
Internal Revenue Code. This inequity comes about because the law does not 
provide relief in instances where mental incompetency has prohibited the dece- 
dent from taking full advantage of the marital deduction. 

The marital deduction first became a part of the estate-tax laws by the Reve 
nue Act of 1948, enacted April 2, 1948. The general purpose of the marita| 
deduction was to provide equality of estate taxation for all citizens. By taking 
advantage of the marital deduction when he makes his last will and testament, 
a person can obtain a substantial benefit for his estate and heirs in a reduction 
of the amount of estate tax on his estate. A person who is mentally incompetent 
of making a valid last will and testament does not have the opportunity to gain 
for his estate and heirs these benefits to the fullest extent. This is particularly 
applicable to an instance where a decedent made his last will and testament 
some years prior to the enactment of the Revenue Act of 1948 and since such 
enactment has been in a state of mental incompetency. 

While it is true that instances such as this are unusual, I have had one come 
to my attention. Undoubtedly throughout the country there are and will be 
others which deserve relief. It seems only proper that in the interest of equity 
that the law provide relief and that such relief be made retroactive to the 
Revenue Act of 1948. 

Very truly yours, 
JEREMIAH 8S. BUCKLEY 


Bripcerort 3, Conn., April 21, 1954. 
Re estate tax-marital deduction, Internal Revenue Code, section 812 (e) (1) (F), 
revenue ruling 54-20, I. R. B. No. 2, January 11, 1954; proposed Revenue 
Code of 1954, H. R. 8300, section 2056 (5). 
UnttTep STATES SENATE, 
Committee on Finance, 
Senate Office Building, Washington, D. C. 

JENTLEMEN: Section 812 (e) (1) (F) of the Internal Revenue Code has 
been interpreted by revenue ruling 54-20 as not allowing a marital deduction for 
any portion of a trust passing from the decedent for the benefit of his widow 
even though the decedent has given his widow the power to appoint a portion 
of the trust corpus. 

Section 2056 (5) of H. R. 8300 corrects the inequity of section 812 (e) (1) (F) 
a8 applied to a case such as the one described in the above paragraph. 

However section 2056 (5) of H. R. 8300 apparently does not provide relief 
ir. a retroactive manner. It seems to me that in this insfance equity would be 
oetter served if such relief were made retroactive to the Revenue Act of 1948. 

Very truly yours, 
JEREMIAH S. BUCKLEY, 
Certified Public Accountant. 


Law Orrices Greorce H. Zevutzivs, 
Los Angeles 13, Calif., April 15, 1954. 
Hon. Eucene D. MILLIKIN, 
Chairman, Senate Finance Committee, 
Washington, D. C. 


Drar SENATOR MILLIKIN: Reference is made to H. R. 8300, my letter to you of 
January 26, 1954, and your reply of February 1, 1954, concerning three items in 
connection with the proposed revenue revision bill. 

I am particularly concerned with the failure of the House to take any intelli- 
gent action by way of modernizing tax levy exemption section 3691 (a) of the 
Internal Revenue Code, which has not been changed in 88 years. I think the 
other two items mentioned in my letter to you of January 26, also are deserving of 
serious attention and appropriate legislative action. 
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I understand that your committee now is conducting public hearings in con- 
nection with H. R. 8300. Please consider this, and my earlier letter to you, as 
substituting for my appearance as a witness before your committee. It is my 
earnest hope that you and your committee will put forth a real effort and com- 
pletely modernize the section dealing with property exempt from levy for Federal 
taxes. The old section (3691 (a), IL R. ©.) is set forth in H. R. 8300 as new 
section 6334. A published explanation of the new section indicates that the House 
merely has rewritten part of the old section but has not brought it up to date in 
any real or substantial sense. The House has explained this change of the 
section as exempting from levy wearing apparel and schoolbooks necessary for the 
taxpayer or for members of his household, without any specific valuation limits, 
since the intent, it is explained, is to prevent seizing the ordinary clothing of the 
taxpayer or members of his household. 

The House explains the second exemption from levy as applicable only to so 
much of the fuel, provisions, furniture, and personal effects in the household as 
does not exceed $500 in value. The 88-year-old provision allows at least $375 for 
fuel, provisions, and household furniture, so the House, out of the goodness of its 
heart, now has seen fit to increase from $375 to $500 the value of these exempt 
items. 

The third item of exemption is explained by the House as covering books 
and tools necessary for the trade, business, or profession of the taxpayer not 
in excess of an aggregate of $250 in value. Eighty-eight years ago, this was 
fixed at $100. 

Clearly, proposed section 6334 represents a grossly inadequate attempt by the 
House to modernize the antiquated property exemption provisions of section 
3691 of the Internal Revenue Code. I, therefore, strongly recommend and urge 
the Senate Finance Committee to insert, in the section exempting property from 
distraint, a provision for a homestead exemption, or its equivalent, in the 
amount of $12,500 in the case of a married couple or head of a family, and a 
homestead exemption of $5,000 in the case of a single or unmarried person who 
is not the head of a family; also, a provision exempting, in the case of a married 
couple or the head of a family, 50 percent of their current carnings or wages, or 
$200 per month, whichever is greater, except that in no event shall the total 
monthly wages or earnings to be exempted exceed $250 per month. In the case 
of a single person, the wages or earnings to be exempted could be 60 percent 
of the exemption allowed a married couple or head of a family. There should 
also be a provision exempting one automobile or truck for use by a person in 
the earning of his livelihood, or in traveling to and from his work. The sug- 
gested exempt amount for such an automobile should be a sum not to exceed 
the fair market value of $750. These exempt valuations should be exclusive 
of encumbrances. 

Naturally, schoolbooks, wearing apparel, arms for personal use, certain live- 
stock, food, fuel, household furniture, books, and tools of a trade or profession, 
including tools and equipment for the business of farming, within limitations, 
should also be exempt from levy for Federal taxes. Household equipment such 
as an automatic washer, refrigerator, kitchen stove, radio, and television, not 
in excess of a total given value, should be added to or included as part of the 
exemption presently classified as household furniture. I suggest the exempt 
classification be changed to read “household furniture, furnishings, and equip- 
ment.” 

California, in the collection of all of its taxes (other than taxes on realty), 
recognizes all exemptions which are allowed by State law in respect of the 
claims of judgment creditors. These exemptions include a homestead exemption 
of $12,500. Section 1260, California Civil Code (Am. Stats., 1953, ch. 943, 
sec. 1). 

If the Congress will adequately liberalize and modernize the archaic Federal 
tax levy exemption provisions, it will have achieved something worthwhile, and 
much progress will have been made by it toward preserving the natural and in- 
alienable individual rights which our Founding Fathers sought to protect and 
preserve for posterity, when they agreed to adopt the first 10 amendments to the 
Constitution. The House’s new section 6334 amounts to mere mockery, it doesn’t 
even pay lip service to the principles included in the Bill of Rights. It is com- 
mon knowledge among tax laywers and persons handling all types of tax matters, 
that many unfortunate individuals, unable to meet their tax bills, have been 
effectively economically and physically destroyed by the exercise of the power 
of the Treasury Department in the collection of delinquent and other taxes. As 
the law now stands, any taxpayer can be harassed and annoyed by the threat 
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of use of the power to take everything of value, including his salary, in order 
to collect taxes claimed to be due from him. 

The tremendous financial requirements of the Federal Government make it 
necessary for Congress to pause in the interest of the individual, to give him 
at least some measure of protection, to the end that individual rights are pre 
served and not lost in the shuffle of world events, for in the final analysis, no 
nation is any greater than the family units and individuals comprising the 
same. It, therefore, is important to see to it that neither the Treasury Depart 
ment nor any other governmental agency shall have the authority to evict a man 
from his castle (his home), when he is down on his luck and perhaps cannot 
afford to employ adequate legal or tax assistance. The exemption of a roof 
over one’s head, and of funds for food, should be just as important a phase of 
the President’s housing policy as is the appropriation of tremendous sums to 
finance new housing, directly and indirectly. 

Please, Senator Millikin, insist on the Senate Finance Committee giving this 
matter of adequate and modern exemptions from distraint for Federal taxes 
its most careful study and consideration from the standpoint of the individual. 
The Treasury, with its powerful lobby, financially supported by all of us, seems 
too long to have had its own way. Give the little fellow a break. The little fel- 
low is any one of us who at some future time might be unable to pay his taxes 
through no fault of his own, and be unable to protect his home or be assured 
of his daily bread because of inadequate protective exemption-from-seizure 
provisions. 

Let us not forget that the power to tax does include the power to destroy. If 
the Treasury Department's collection functions can be reasonably controlled 
by up-to-date tax levy exemptions, then the fear of the loss of our homes and 
ability to make our livelihoods, should misfortune befall any one of us, will be 
effectively removed at a time when taxation, as a whole, already has reached 
the realm of confiscation. 

I would appreciate your keeping me informed with reference to this matter 
Respectfully submitted. 


Geo. H. ZevuTzrIvus. 


STATEMENT OF PAUL E. HADLICK, GENERAL COUNSEL, NATIONAL OIL 
MARKETERS ASSOCIATION, WASHINGTON, D. C. 


In view of the fact that I testified before the House Ways and Means Com- 
mittee during hearings on its general revenue revision’ and am thus precluded 
from presenting oral testimony to the Senate Finance Committee, I desire to 
submit this statement for the record. 

The National Oil Marketers Association is an organization of independent oil 
jobbers throughout the United States, principally east of the Rocky Mountains. 
It was organized in 1933 and incorporated in 1935. The members do a domestic 
distribution business in the petroleum industry handling all types of refined 
petroleum products. 

First of all this association endorses and urges the adoption of the amendment 
to H. R. 8300 offered by Senators John J. Williams and George D. Aiken, pro- 
posing to cut the oil and gas depletion allowance from 27% to 15 percent. How- 
ever, we do not feel that even this cut goes far enough. The need for this re 
duction and a further limitation to end depletion allowances when “cost” has 
been recovered, and the additional need for requiring that drilling and develop 
ment costs of completed oil and gas wells be capitalized and not charged off as 
“expenses of operation” will be apparent to you as the facts are presented herein. 

The position of the National Oil Marketers Association in both these matters 
can best be presented by calling your attention to a resolution which the associa- 
tion adopted on November 11, 1953. It reads as follows: 

“Whereas the vast expansion of Government expenditures with its attendant 
deficit financing and inflationary peril makes it essential that all business and 
industry bear their fair share of the tax burden and that no portion of an industry 
enjoy a tax advantage that results in injury to another segment of such industry ; 
and 

“Whereas the producers of oil and gas and the minerals production industry 
enjoy certain special allowances for depletion over and above a true rate of 
depletion of their capital; and 


1See pt. 3: General Revenue Revision, hearings before the House Ways and Means 
Committee, 1953, pp. 1992-2000. 
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“Whereas the producers of oil and gas also enjoy the special privilege of 
writing off as expenses of doing business their investments in drilling and 
development of oilfields; and 

“Whereas such subsidies and special privileges accorded the oil and gas in- 
dustries deprive the Federal Government of about $1 billion in needed revenue, 
to which could be added the depletion subsidies granted to sulfur and the other 
mining and natural resource industries, thereby increasing the tax burden on 
all the other taxpayers including those in the oil industry who are not engaged 
in production, and giving integrated oil companies disproportionate profits from 
production which are available to subsidize their marketing activities; and 

“Whereas the acqusition of wholesale and retail properties by the integrated 
oil companies is proceeding rapidly because of the tax-free funds made available 
by the depletion subsidy and the special tax writeoffs and it is thus tending to 
promote monopoly in the oil industry: Now, therefore, be it 

Resolved by the National Oil Marketers Association in meeting assembled at 
Chicago, IU., this 11th day of November 1958, That: 

1. The Congress of the United States be urged to eliminate the principle of 
“discovery” depletion from the tax laws, as well as all fixed percentage allow- 
ances for depletion (such as the 27%4-percent depletion allowance for oil and 
eas) and, as to the oil, gas, and mining industries, prescribes that value for the 
purpose of computing true depletion shall be the value of the property as of 
March 1, 1913 (if acquired prior thereto), or “cost” if acquired thereafter; and 
that the depletion allowance be treated as is depreciation under the income-tax 
laws, i. e., when the depletion allowance thus authorized equals the capital 
originally invested (or in the case of purchase made prior to March 1, 1913, 
the fair-market value as of that date) no further allowance shall be made. 

2. The Congress of the United States be urged to amend the income-tax laws 
so as to require drilling and development costs in the oil and gas industry to 
be capitalized in the same manner as such capital investments are capitalized 
in other industries.” 

DEPLETION IN THE OIL INDUSTRY 


There certainly is no objection to permitting a true depletion allowance in 
the production of oil and gas, inasmuch as the effect on the capital structure of 
a company is the same as the principle of allowing depreciation on mechanical 
coods, buildings, ete. Deplete means to exhaust, hence depletion is the ex- 
haustion of a capital asset. One authority has defined depletion as follows: 

“Depletion is that deduction from operating income provided to cover capi- 
tal consumed in the operation of a mine or an oil or gas well, forest, or natural 
deposit.” 

An annual depletion allowance for tax purposes is merely a method of allow- 
ing a credit for that portion of the capital assets that have been removed and 
sold. Annual depletion, like depreciation allowed on other capital equipment or 
properties should be permitted only to such an extent as to compensate the tax- 
payer for the exhaustion and wasting of wealth. But when the time comes that 
an oil or gas producer has taken depletion allowances on his tax return, what- 
ever the rate, equal to his cost, then in that event no further deductions should 
be permitted. 

Since only income is taxable under the Federal incometax laws we take no 
issue with the proper allowance of depletion to oil and gas producers or other 
natural resource industries. The point we wish to make is that the percentage 
depletion method in the oil industry returns to the producer his capital over 
and over again and thus provides a tax loophole that should be plugged. 


HISTORICAL DEVELOPMENT OF PERCENTAGE DEPLETION FOR OIL AND GAS 


The history of how percentage depletion was adopted for the oil industry, 
while somewhat beclouded, is very interesting. When the income-tax law for 
the Federal Government first became effective on March 1, 1913. and until 
about the year 1918, the basis for computing depletion in the oil industry, as 
in the case of depreciation, was the “value” as of March 1, 1913, or the “cost” 
if acquired thereafter. 

As late as the year 1916 in legislating with reference to depletion the Con- 
gress of the United States included safeguards against evasion beyond full 
recovery of cost by declaring: 

“That when the allowance * * * shall equal the capital originally invested, 
or, in the case of purchase made prior to March 1, 1913, the fair-market value 
as of that date, no further allowance shall be made.”? 


*See conference report on revenue bill, H. R. 16763, 64th Cong., 1st sess. 
45994—54—_pt. 2-30 
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That should have remained the basis for depletion in the oil industry—a 
method whereby a taxpayer in the natural resource industries avoided paying 
taxes on capital, and yet contributed its fair share of taxes on true income. 

But here is what happened: The first error occurred in 1918 when the Con- 
gress provided for “discovery depletion” or the use of “discovery value” for the 
purpose of computing the capital investment, rather than the actual investment, 
and from this inflated value after discovery of oil, gas, or minerals, the de- 
pletion could thereafter be computed. Under this method when an oil and gas 
well was brought in, an engineering concept of the amount of oil that would be 
produced was set up on the books and thereafter this became the so-called capi- 
tal subject to deletion. 

At hearings before the Senate Finance Committee on the Revenue Act of 1926 ° 
Mr. L. C. Manson, counsel for the Senate Select Committee Investigating the 
Bureau of Internal Revenue, described the operation of “discovery depletion” 
as follows: 

“The method followed by the Bureau of arriving at the depletion deduction is 
to divide the value to be depleted by the estimated number of units in the mine 
or in the oil or gas property. What I mean by that is to estimate the number 
of tous of ore, for instance, in a mine and divide the value to be depleted by that 
estimated tonnage of ore, which gives a depletion unit per ton. For instance, 
if they estimate a million tons of ore and have a value of $500,000 to deplete, the 
unit depletion would be 50 cents per ton.” 

The main point to remember about the system of “discovery depletion” is that 
the value or capitalization is placed upon the property after the discovery of 
the oil, gas or mineral. But even this was somewhat protected, for, Mr. Manson 
said further : 

“The statute which provides for discovery value as it now stands provides that 
discovery value shall not be allowed; that is, discovery depletion shall not be 
allowed where the property falls within an area which was a proven area at the 
date of purchase or acquisition by the taxpayer.” 

At least “discovery depletion,” while it operated as a sort of Federal subsidy 
or bonus to the wildcatter or prospector, had the merit that if was not a bene- 


me it 


ficial covenant running with the land to be used for the benefit of the pur- 
chaser for all time to come. 

Despite the fact that “discovery depletion” had merits far and above the 
present percentage depletion allowance, Mr. Manson described it as: 

“* * * the only case under the iucome-tax law where increment in value 
since March 1, 1913, escapes taxation.” 

Following this first error in 1918, the Congress in 1926 abandoned the “dis- 
covery depletion” principle—a principle which was bad enough in itself, yet at 
least providing an incentive bonus to the wildcatter without endowing the land 
with special tax advantages for all enternity—and to establish the principle of 
percentage depletion—and a high one—27% percent—for oil and gas produc- 
tion. 

The tax laws since 1926 have authorized an oil or gas company to deduct 27% 
percent from the gross income from any property producing oil or gas. This 
27% percent depletion allowance or deduction is computed as a percentage of 
income from each property without regard to the amount of the investment or 
to the amount of prior depletion deductions. One saving condition was at- 
tached, namely: In no case may the deduction exceed 50 percent of the net in- 
come from the property—something that I do not believe happens very often. 

Obviously, over the life of an oil or gas-producing property the depletion al- 
lowance will not only exceed the investment or cost, but it will go on and on and 
possibly exceed the value on date of discovery. 


SIZE OF THE OIL DEPLETION SUBSIDY 


The committee can, no doubt, secure accurate up-to-date figures from the 
Treasury Department on what the 27% percent depletion allowance means to 
every company or individual taking this on tax returns. However, there is in 
existence some few pieces of information denoting its tremendous size. Recently 
I tried to secure from Standard and Poors Corp. reports the amount of Federal 
income-tax paid by Amerada Petroleum Corp. but I find this item is buried in a 
classification reading: “Operational, general expense, taxes, etc.” It is quite 
obvious that Amerada pays little, if any, Federal income taxes, though in the 
year 1952 this company made net profit of $16,296,652. In the January 1946 





* 69th Cong., Ist sess., on H. R. 1. 
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issue of Fortune magazine there appeared a long article on Amerada Petroleum 
Corp., which is a crude-oil producing company. The article stated in part: 

“Amerada’s tax situation is a businessman’s dream. The corporation quite 
literally does not have to pay any Federal income tax if it does not want to. 
This is due to the highly reasonable provisions of the internal-revenue law 
designed for producers of crude oil. Amerada pays so little in Federal income 
taxes that it does not even segregate the tax item in its annual reports. In 
wartime, though Amerada’s profits soared, it made no provision for excess-profits 
taxes, and from 1948 to 1944 its normal Federal income tax actually declined. 
In 1944, on a gross of $26 million, a gross profit of $17 million, and a net after 
all charges of $5 million, Amerada’s allowance for its Federal income tax was 
only $200,000.” 

It is among these strictly producing companies that one can get an idea of 
the magnitude of the twin subsidy of depletion and writeoff of drilling and 
development costs. The major integrated companies benefit to the degree that 
they produce oil and gas, though they have other operations upon which taxes 
are paid. 

In addition to Amerada Petroleum Corp., referred to above, here are a few 
other examples of companies producing oil and gas: 

Argo Oil Corp.‘ for the year 1952 made net profit after taxes of $3,496,477 and 
paid Federal income taxes of $91,660. 

Kerr-McGee Oil Industries, Inc., for the year ended June 30, 1952, had net 
income after taxes of $2,234,688 and paid Federal income taxes of $78,082. For 
that same period the 27% percent depletion allowance for this one company 
amounted to $607,611. For the year ended June 30, 1953, this company had net 
income after taxes of $3,072,723. But in Standard and Poors there is just 
a line where the amount of tax is usually indicated so I do not know what 
Federal income taxes this company paid for that period. During this latter year 
its depletion allowance was $858,795. 

The Superior Oil Co. (California) for the year ended August 31, 1952, had 
net income of $11,900,165 and paid Federal income taxes of $200,000. While no 
figure is given for this company on depletion allowance taken it would closely 
be computed from the figure of 78,046,162 barrels of oil produced in this period. 
In this period Superior Oil Co. deducted intangible development costs of $17,- 
298,443. For the year ended August 31, 1953, Superior had net income of 
$12,000,382 and Standard and Poors indicates a tax credit of half a million 
dollars. In this period Superior produced $3,669,221 barrels and wrote off 
intangible drilling and development costs of $19,302,531. 

I call the committee's attention to the table below showing the net income after 
taxes and the amounts of Federal income taxes paid by a group of 23 companies 
other than the 4 mentioned above. 


Federal income 








| 
Company Jet incom 
—_ | Net income taxes paid 

a — ee ~——_-__ } —— - — 
Atlantic Refining Co- $40, 476, 692 $16, 167, 516 
Continental Oil Co . | 38, O87, 890 14, 400, 000 
Gulf Oil Corp -. ’ 140, 070, 932 103, 598. O58 
Humble Oil & Refining Co 145, 292, 144 30, 500, 000 
Lion Oi] Co....... aes bonis dil | 10, 211, 425 6, 736, 600 
Ohio Oi] Co. lee a ¢ | 39, 354, 021 14, 685, 000 
Phillips Petroleum Co__. ; 75, 284 281 16, 500, 000 
Plymouth Oi] Co... | 10, 295, 792 4, 645, 000 
Pure Oi] Co... saesase< byes 27, 304, 373 12, 094, 732 
Seaboard Oil Co. of Delaware _. 6, 425, 290 2, 900, 000 
Shell Oi] Co 90, 872, 834 2. 700, 000 
Sinclair Oi] Corp 86, 475, 303 17, 000, 000 
Skelly Oi] Co... 28, 039, 692 10, 211, (00 
Secony-Vacuum Oi] Co__.. 71, O91, 587 | 51. 000, 000 
Standard Oi] Co. of California 74, 030, 499 40, 700, 000 
Standard Oil Co. of Indiana 119, 981, 438 | 51. 422. 000 
Standard Oi] Co. of New Jersey - 519. GR1. 109 293, 000, 000 
Sun Oi] Co ; 43, 013 } 13, 700, 000 
Sunray Oil Cory Vee 24.72 8 450, 000 
The Texas Co 181, 24 47, 200. 000 
Texas & Pacific Coal & Oi] Co___.. 6. 84 1 255 000 
Tidewater Associated Oi] ( 31, 11 8, 219, 000 
Union Oi] Co. of California. 27.5 4. 800, 000 





following companies from Standard and Poors Corp 





*Figures on this company and 
reports. 
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Closely akin to the oil industry is the sulfur-producing industry that enjoy 
a 23-percent depletion allowance. The figures for the two top sulfur companies 
indicate a similar tax favoritism for them. For the year 1952: 


| Federa 
Company | Net income income 
taxes paid 


Freeport Sulphur Co tig oe er eS oe a eimaabncnmmnat tet i $7, 325, 750 $1, 836, 000 
Texas Gulf Sulphur Co Sete 25, 112, 312 13, 500, 000 


In July of 1953 the House Committee on Interstate and Foreign Commerce 
conducted hearings on Recent Price Increases of Gasoline and Oil.’ This petro- 
leum study was not released until this spring because of delay in the submission 
of data called for by the committee. For the first time rather complete data 
over a 3-year period on four large integrated oil companies has been published. 
It becomes clear from the testimony before the House Interstate and Foreign 
Commerce Committee, and the charts or tables therein, that this statutory al- 
lowance of 274% percent enters into the calculation of their tax but that the 
general yractice in the industry in keeping their books is to charge only cost 
depletio.. A witness, Mr. W. W. Keeler of Phillips Petroleum Co., was asked 
in this hearing (p. 181) whether the depletion reflected in the published state. 
ments of the company represented the 27% percent depletion allowance. Mr. 
Keeler submitted an answer as follows: 

“No; the depletion reflected in the published statements is based upon the 
cost of the oil in the ground as reflected by the accounts of the company and 
bears no relationship whatever to the depletion deductions provided for in the 
income-tax laws.” 

And, before the House Ways and Means Committee in 1951° Mr. Swensrud 
of Gulf Oil Corp. was asked: “Do the statements that your company sends to 
its stockholders yearly or semiyearly on their face show anything with regard 
to depletion allowances at all?” 

Mr. Swensrud’s answer was: “No, sir; they do not show the statutory de- 
pletion. The statutory depletion enters into the accounting figures as a formula 
for calculating the tax that you have to pay.” 


DETAILS ON FOUR COMPANIES 


Four of the major integrated oil companies submitted data in some detail to 
the House Committee on Interstate and Foreign Commerce in connection with 
that committee’s. Petroleum Study started in July of 1953 and only recently 
released. I shall refer to some of these facts to enlighten the committee on 
the magnitude of the depletion allowance and the writeoff of drilling and develop- 
ment costs. 


PHILLIPS PETROLEUM CO. 


At pages 159 to 161 of the above referred to Petroleum Study you will find the 
detaile’’ data relative to Phillips Petroleum Co. for the years 1950, 1951, and 
1952. Going over these tables you will note that many items are explained as 
charged “per books” and “for income-tax purposes.” For example following 
the item of “depletion allowance” it states: 

“For income-tax purposes: Depletion is based upon cost or 27% percent of 
gross income limited to 50 percent of net income from each producing property, 
determined in accordance with the provisions of sections 23 (m) and 114 (b) 
of the Internal Revenue Code.” 

You will note that Phillips lists its depletion allowances for the 3 years as 
follows: 


Year 1950_ 
Year 1951 
Year 1952_- 


*See Petroleum Study (Gasoline and Oil Price Increases), July 1953, House Committee 
on Interstate and Foreign Commerce, 83d Cong., 1st sess. 
* Revenue Revision of 1951, House Ways and Means Committee, p. 1715. 
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When the representative of Phillips was on the stand he was asked a question 
as to the extent o fthe tax exemption thus taken. The answer submitted 
(p. 182) was as follows: 

“The depletion claimed on the tax return for 1952 with respect to domestic 
crude-oil production was $28,477,000. The tax reduction by reason of this 
depletion was 52 percent, or $14,808,000 or $0.327 per barrel.” 

You will note that the figure given in the Phillips’ table is higher than that 
used by their representative in giving testimony. 

Again referring to the Phillips’ tables on page 160 of the Petroleum Study 
you will find the entry for intangible drilling costs for productive wells. Of 
course, the writeoffs for nonproductive wells are about the same in the table for 
the company books and for tax purposes. But the writeoffs of drilling and de- 
velopment costs for productive wells are shown as follows: 


1950 SO 108 (Wy) 
1951 1. 367. 000 
1952 15. 083. 000 


At the end of the table on page 161 you will find the totals of the differences in 


chargeoffs according to the Phillips’ books and for tax purposes. Note the tax 
favoritism in these figures: 


And did Phillips ever pay any excess-profits tax? When asked the question by 
the House Interstate and Foreign Commerce Committee (p. 98) Mr. Keeler 
of Phillips said: 

“No; we are not paying an excess-profits tax this year. I am not sure whether 
we have ever had an excess-profits tax or not. I understand we have had a small 
amount.” 

STANDARD OIL CO. OF CALIFORNIA 


Figures covering this company’s operations for the years 1950, 1951, and 1952 
will be found at page 173 of the House Committee on Interstate and Foreig 
Commerce's Petroleum Study. 

The tables for Standard of California show the following depletion allowances 
taken for income-tax purposes: 

Year 1950__ ee $60 
Year 1951 7 ; 66, 250, 915 
tba eS a ee Oe eo ke \ 64, 328, 151 


The writeoff of dry holes is about the same on the company books as on the tax 
return. However, for productive wells the company shows the following deduc- 
tions from its tax returns: 


- 20, 162, 916 


28, 167, 689 


Year 1950 ; : ae __.. $23, 889, 490 


Year 1951 
Year 1952___ 


And a comparison of the totals shows the following: 
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SOCONY-VAOUUM OIL ©O., INC, 


The Socony-Vacuum Oil Co., Inc., and its affiliates, supplied figures for the 
Petroleum Study (p. 268) which indicate their 2714-percent depletion allow 
ances to be: 


Year 1950 ; $37, 232, 000 
Year 1951 2; = i J3 45, 488, 000 
Year 1952 45, 184, 000 


Intangible drilling costs written off on productive wells amounted to the 
following: 


Year 1950 : $39, 509, 000 
ee IE niceties ene eet cies th kata 46, 416, 000 
52, 076, Gov 


Comparing the totals for this company, you will note the following: 


For income- 


-er books 
Per book tax purposes 


1950 4 ‘ » Waecentaln $61, 411, 000 $120, 536, 000 
1951 ” . ae sap cians nip pilnniinnbedebial 71, 638, 000 140, 817, 000 
1952... ; J i dette 5 eet Beene 2 ee 88, 362, 000 157, 604, 000 


Just how Socony-Vacuum treats the matter of exploration and development 
vosts on its books and for tax purposes is explained on page 269 of the Petroleum 
Study. As to intangible drilling costs on productive wells this compilation 
shows (for purposes of the company’s books) : 

“All intangible drilling costs of productive wells are capitalized and depleted 
by individual properties on the same basis as producing-property costs.” 

But for tax purposes it says: 

“Tax treatment is in accordance with Internal Revenue Code and regula- 
tions. The company has elected for tax purposes to treat intangible drilling 
costs as current expense.” 


HUMBLE OIL & REFINING CO. 


On pages 374 to 376 of the Petroleum Study by the House Committee on Inter- 
state and Foreign Commerce will be found tables setting forth the figures for 
the Humble Co. In one of the explanations on page 376 this interesting com- 
mnent appears: 

“The only financial significance of allowable depletion is its effect on taxes. 
The measure of its effect on taxes is the difference between book depletion and 
allowable depletion multiplied by the effective tax rate.” 

Humble Oil, for tax purposes, was allowed the following depletion : 


Year 1950 : $72, 510, 455 
Year 1951 29, 123, 222 
Year 1952 88, 480, 000 


The tables for this company also show a good comparison of the amounts 
written off on the books and that on the tax return for intangible drilling costs 
of productive wells. They are as follows: 


For income- 


Per books tax purposes 


$18, 016, 000 $36, 243, 775 
24, 660, 200 61, 162, 926 
28, 458, 000 63, 044, 110 


The totals for Humble Oil, comparing their deductions on their books and 
those on their tax returns, are given as follows: 
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; | For income- 
be | er rs 
Year | Per book tax purposes 

















$81, 909,827 | $169, 576,309 


1950...-- 
1951...-- 101, 054, 164 219, 999, 717 
1952... | 127, 854, 663 244, 596, 000 






















IN THE OIL INDUSTRY 





DRILLING AND DEVELOPMENT COSTS AS EXPENSE 


The matters of percentage depletion and the write-off of drilling and develop- 
ment costs are so interrelated in the oil industry that they must be considered 
together to get a fair understanding of the tax subsidy thus given to oil pro- 
ducers. Hence, a more detailed explanation of its origin seems pertinent at this 
point, before tracing the history of recommendations for changes in the depletion 
allowance. 

Under Treasury Department regulations, of doubtful legality in their origin, 
but later approved by the Congress, drillers of oil and gas wells have the option 
to deduct, as an expense, intangible drilling and development costs. 

This twin subsidy to oil and gas production was described to the Ways and 
Means Committee in 1951 by the then Secretary of the Treasury as follows: 

“In addition to the highly favorable depletion allowances, oil producers can 
immediately deduct for tax purposes a substantial part of their outlays for drill- 
ing and development. The amounts of capital investment thus written off at 
the outset have no effect on the future percentage depletion deductions. This 
results in a double deduction with respect to the same capital investment. The 
combined impact of percentage depletion and the privilege of deducting drilling 
and development costs as a current expense is to wipe out the tax liability on 
incomes running into millions of dollars.” 

As I have indicated, the inauguration of this Treasury Department regula- 
tion was of doubtful legality. In 1918 the Treasury Department, by regulation, 
provided that intangible development costs could be deducted as an expense pro- 
vided an oil producer made a binding election to do so consistently. This regula- 
tion remained unchallenged until in 1945 when the fifth circuit court of appeals 
held said regulation invalid. The Tax Court on March 5, 1945, held that the 
Treasury regulations insofar as they purported to give taxpayers the option to 
treat drilling and development costs as an expense was contrary to law and that 
the amounts expended should be charged to capital. 

Promptly thereafter the Congress (79th, Ist sess.) brought in and enacted 
House Concurrent Resolution 50 legalizing the procedure. 

So far as I am aware the oil industry is the only industry that enjoys this 
particular type of tax avoidance. It should be eliminated as promptly as pos- 
sible, and the oil-producing companies required to capitalize their drilling and 
development costs the same as other industries. 


TIME FOR A CHANGE 


I do not know what the position of the present head of the Treasury Depart- 
ment is with reference to the percentage depletion allowance for oil and gas and 
the writing off of drilling and development costs. The National Oil Marketers 
Association wrote the Secretary of the Treasury last fall, and under date of 
October 19, 1953, Assistant to the Secretary Dan Throop Smith acknowledged 
the communication and declined to express an opinion until the full program has 
been developed. I can only assume from their silence that the present Treasury 
Department heads oppose the change. And this, despite Mr. Folsom’s comment 
to the Senate Finance Committee when he referred to the accounting provisions 
of H. R. 8300. He stated (at p. 15 of the mimeographed sheets) : 

“Bring tax rules into harmony with generally accepted accounting principles, 
thereby eliminating to a great extent necessity for taxpayers to maintain two 
sets of records.” 

Regardless of what the Treasury Department recommends it is up to the Con- 
gress of the United States to write the laws. The fact that the present head 
of the Treasury Department has made no recommendation should not be con- 
sidered final any more than the fact that Congress ignored the positive recom 
mendations of many of the former heads of the Treasury who recommended 
changes. A review of these previous recommendations is enlightening : 

In 1933 the Acting Secretary of the Treasury aimed this criticism at the per- 
centage depletion allowance: 
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“Our experience shows that the percentage depletion rates set up in the law 
do not represent reasonable depletion rates in the case of the designated proper- 
ties, but are much higher than the true depletion to which the taxpayer is fairly 
entitled. Moreover, these provisions enable a taxpayer to obtain annual deple 
tion deductions, notwithstanding the fact that he has already recovered the ful 
cost of the property. The deduction is, therefore, a pure subsidy to a special 
class of taxpayers. For this reason the Treasury recommends that these pro- 
visions be eliminated, in order to put all taxpayers upon the same footing.” 

Since 19233 the Treasury Department has repeatedly urged the Congress to 
either remove or reduce the percentage depletion allowance. In 1942 the then 
Secretary of the Treasury stated to the House Ways and Means Committee 
(hearings, revenue revision of 1942): 

“Percentage depletion.—A second example of special privilege is the allowance 
for depletion. At the present time the owners of mines and oil wells are allowed 
to deduct so-called percentage depletion or cost depletion, whichever is higher. 
Percentage depletion consists of a certain percentage of gross income (27% per- 
cent in the case of persons having an economic interest in oil and gas properties), 
the deduction being limited to 50 percent of the net income from the property. 
Under this arrangement percentage depletion goes on even after 100 percent of 
the cost is recovered and may substantially exceed depletion based on cost. 

“In 1937 the President and the Treasury recommended the elimination of 
percentage depletion, but no action was then taken. The war has intensified 
the necessity for eliminating any such special favor to one group of taxpayers. 
The removal of this special privilege would yield $80 million a year. 

“One of the reasons asserted in behalf of percentage depletion for oil and gas 
properties is that it stimulates exploration for such properties. If this is a prope 
objective it would be better achieved by a special depletion allowance to those 
who do explore without indiscriminate extension of the same favor to all owners. 
At the convenience of the committee, we shall place before it a plan directed to 
this purpose.” 

Please note that at the time Secretary Morgenthau was speaking, crude oil 
was around a dollar a barrel whereas today with tax rates higher crude oil is 
three times that amount. It emphasizes the need for current figures on just 
what this tax handout to the oil producers amounts to at this time. 

In 1951 the then Secretary of the Treasury stated: 

“Fully as important as improved enforcement is the need for improving the 
tax structure in those areas which enable favored taxpayers to escape their fair 
share of the burden. 

“One of the major structural defects is percentage depletion available to oil 
and mineral producers. This is costing the Government, and, therefore, tax- 
payers in general, hundreds of millions of dollars each year. 

“Under the percentage depletion provisions, owners of mines and oil wells are 
allowed to deduct a specified percentage of their gross income without regard to 
the capital cost of the property. These arbitrary rates of deduction range as 
high as 2714 percent of gross income in the case of oil and may amount to 50 
percent of the net income. Unlike other capital-recovery allowances, percentage 
depletion continues to be deductible even after 100 percent of the investment 
has been recovered tax free. Thus total deductions may eventually amount to 
many times the taxpayer's actual investment.” 

If the 27%-percent depletion rate, or any other percentage, is to remain there 
should be some provision made so that when the oil producer received back his 
“capital” or “eost” that depletion thereafter ends. Hence, a mere reduction in 
the percentage rate is not the final answer, although it is a start in the right 
direction. 

It would be far better if percentage depletion in the case of oil and gas pro- 
duction were eliminated, and likewise the principle of discovery depletion and 
a return made to the income-tax procedure under the original tax laws prior to 
1918 whereby no further allowance can be deducted when the depletion taken 
equals the capital originally invested. 

From the scanty figures that are available publicly it is fair to assume that 
were this plan adopted the Federal Government would gain better than a billion 
dollars in taxes, 

THE OIL MARKETER’S INTEREST 


The interest of the oil marketer in the tax-avoidance schemes or tax subsidies 
provided oil producers by the 2714-percent depletion allowance and the special 
writeoffs of drilling and development costs, goes beyond that of the ordinary tax- 
paying citizen, who is hurt by having to pay higher taxes, because of the spe- 
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cial privileges thus accorded to the major integrated oil companies that are also 
oil producers, 

The oil marketer’s interest goes to his very ability to stay in business and 
compete against the integrated oil companies who have these special tax privi- 
leges to provide the funds with which to buy them out or expand their facilities 
so as to drive them out of business. Such tax favoritism smacks of the old Rocke- 
feller system of railroad rebates and drawbacks whereby he drove all of his com- 
petitors out of business until the Federal Government intervened. It can happen 
again if this tax subsidy to the integrated oil companies is not ended. 

If the tax benefits accorded oil producers were kept in the producing end of 
the business and not allowed to be used to subsidize losses in marketing of oil, 
the integrated oil companies, from a competitive standpoint, would be no threat. 
But such is not the case. 

When the House Committee on Interstate and Foreign Commerce was taking 
testimony in its petroleum study, Chairman Charles A. Wolverton raised the 
question as to the using of funds saved from taxes for expansion in marketing, 
refining, or other fields and pointed out that they were not earmarked for 
exploration. He stated (p. 157): 

“But when you come down to the question of the difference between integrated 
and independent companies, that creates a different question because it does re 
late to free enterprise and the extent to which independent companies can be 
used in a disadvantageous position as a result of not being an integrated 
company. 

“So as to eliminate that as was done in the moving-picture industry, that is 
where it most recently found expression that I can remember offhand, that they 
divorced the right to conduct theaters from the producing companies. There 
was a reason for it. And I am wondering if the same reason applies here.” 

The integrated oil companies have practically eliminated the independent re- 
finer from the oil industry—large areas that used to be served by independent 
refiners are now wholly controlled by the integrated oil companies. Acquisi- 
tion of wholesale and retail stations by the integrated oil companies have pro- 
ceeded in a big way. In a 6%-year period Socony-Vacuum Oil Co. alone took 
over better than 600 independent filling stations from their former owners and 
over 200 wholesale bulk plants from jobbers. (See hearings, Senate Small Busi- 
ness Committee, pt. 20, 80th Cong., 1st sess., pp. 2241-2251.) 

Tax subsidies, such as the 27% percent depletion allowance and the privilege 
of writing off drilling and development costs, proration of oil to market demand 
(or below), pipeline and other transportation profits, fast writeoffs for so-called 
emergency facilities have removed the financial risk of integrated oil companies 
so that they can be said to operate in a preferred class. With all the bounties 
showered upon them even in wartime they seldom, if ever, paid an excess- 
profits tax. If there is any risk left in the operation of the integrated oil 
producers such risk has been largely assumed or underwritten by the Federal 
and State Governments. The only competition left is in a few remote places 
where there are some hardy independent refiners left or where a couple of dealers 
er jobbers get into a local disagreement and try to prove who has the longest 
pocketbook. But even these small remnants of a once hardy competitive oil 
marketing industry are fast disappearing. The dealers are becoming more and 
more employees of the major oil companies, independent only so far as the 
assumption of liability to customers is concerned. And wholesalers cannot 
operate in many areas unless they sign up on a franchise—only a step removed 
from the next controlled operation: commission agency. Little wonder that the 
Senate Small Business Committee found that “the petroleum industry can be set 
down as definitely a monopoly.” (See S. Rept. 25, Sist Cong., Ist sess., p. 13.) 


CONCLUSION 


In conclusion may I respectfully recommend that as a very minimum the 
Senate Finance Committee adopt the suggestion of Senator Williams and reduce 
the percentage depletion allowance for oil and gas from 27% to 15 percent. 

But I strongly urge the members to consider the data submitted herein with 
a view to correcting the inequity to the oil jobbers and dealers and the public 
generally at this time. This can he done by abolishing percentage depletion for 
oil and gas and placing this industry on true cost depletion; and, by requiring 
the drilling and development costs on producing properties to be capitalized 
und not written off as expense. 
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Oreps Co., INc., 
New York, N. Y., April 15, 1954. 
Hon. EUGENE D. MILLIKIN, 
Chairman, Senate Committee on Finance, 
Senate Office Building, Washington, D. C. 

Dear Str: We wish to state our position against automatic extension of se 
tion 15 (c) of the Internal Revenue Code as provided by section 1731 of H. R 
8300. 

Internal Revenue Code section 15 (c) was introduced into the code as a com 
panion measure to the excess-profits-tax law in October 1951. It provided an ad- 
ditional and final deterrent to those corporations seeking excess-profits-tax relief 
in excess-profits-tax years by splitting their enterprise into multiple entities. 
With the expiration of the excess-profits tax in December 1953, the raison d’étre 
for Internal Revenue Code section 15 (c) no longer existed. For the true purpose 
of thwarting tax avoidance in corporate splitups, sufficient powers are already 
lodged in the Director of Internal Revenue under Internal Revenue Code sections 
129 and 45. It would appear therefore that the main effect of reenactment of 
Internal Revenue Code section 15 (c) would be discriminatory rather than ex 
tension of necessary revenue powers. 

We wish to point out that it is a regular and accepted practice for retail! 
chain-store groups, for example, to adopt a multicorporate structure in their 
organization for many good business reasons. Section 15 (c) of the code would 
be discriminatory in that it would deny equal advantages of the tax laws to one 
such group of corporations which are currently eperiencing the business need for 
corporate division as against another group who are granted these advantages 
solely on the ground that it has already enjoyed such tax benefits over the last 
few years. This section of the code does not apply equally to all corporate 
groups faced with similar busines problems; instead it would create a privi 
leged group of business entities that are recognized for tax purposes, and the out 
cast corporate groups whose only crime was that they were faced with similar 
business problems in a later cycle of business development. Granted the same 
business problems and the same facets of corporate division, then all corporate 
groups should either be granted the benefits of corporate surtax exemption, or 
else it should be denied to all, the fact that such existence predates January 1951 
notwithstanding. 

Section 15 (c) is unrealistic in that it purports that business reasons for cor- 
porate division can exist without any frank tax considerations. This is a con 
travention of business economics today, wherein tax expense is a major cost in 
business operation. To raise the situation, as reenactment of Internal Revenue 
Code section 15 (c) does, wherein one business enterprise will enjoy the tax 
advantage because it availed itself on such advantages prior to January 1951, and 
a competitor will be denied such benefits, injects a feature antagonistic to the 
American system of free and competitive enterprise, and is one certainly not con- 
templated or desired in our tax legislation. 

Even more is the inequity of the proposed reenactment of section 15 (c) of 
the code established in the first few months of 1954. With the expiration of the 
unfair restrictions of Internal Revenue Code section 15 (c), business enterprises 
were able to give vent to natural and compelling business needs for corporate 
division and at the same time not raise the question of tax avoidance. Accord 
ingly, expenses were incurred in the formation of a divided corporate structure 
compatible with modern streamlined business needs and conforming with all 
intents and purposes of Internal Revenue Code sections 45 and 129. Such 
business enterprises are now faced with retroactive legislation that will add to 
their costs of doing busines, and if translated into higher sales prices, could 
prove ruinous to that business in the highly competitive market existing today. 
At best, retroactive legislation is repugnant and inequitable. It is therefore 
requested that if Internal Revenue Code section 15 (c) is reenacted, then the 
repugnant, inequitable, and unfair retroactive feature be at least eliminated, and 
the effective date of the application of the section be the same as the effective date 
of the application of the section be the same as the effective date of the new 
revenue law, 

In proffering such request, the contention that this section be entirely deleted 
from the Internal Revenue Code is no less abated. 

Very truly yours, 
S. F. Spero, President 
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Steptoe & JOHNSON, 
Washington, D. C., April 21, 1954. 
Hon. ERucene D. MILLIKIN, 
Chairman, Senate Finance Committee, 
United States Senate, Washington, D. C. 

DEAR SENATOR MILLIKIN: In his statement to your committee on April 8, 1954, 
Mr. Thomas N. Tarleau, chairman of the section of taxation, American Bar 
Association, pointed to the inequities which will result from the March 1, 1954, 
effective date of certain provisions in subchapter C of chapter 1 of subtitle A 
of H. R. 8800. The Honorable Daniel A. Reed, chairman of the Ways and Means 
Committee of the House, has made several public statements recognizing that 
the effective date of these provisions may result in inequities with respect to 
transactions in process on that date. We desire to invite your attention to a 
specific case of such inequity involving a client of our firm. 

On March 5, 1954, the Internal Revenue Service issued a ruling with respect 
to the acquisition of certain common and preferred stock of two other public 
utility companies by Pacific Gas & Electric Co. (Pacific Gas) of San Francisco, 
Calif. This latter company is one of the largest public utility companies in 
the United States. In this ruling, the Internal Revenue Service held that the 
acquisition by Pacific Gas of common and preferred stock of Pacifie Public 
Service Co. (Pacific Public) in exchange for voting stock of Pacific Gas would 
constitute a reorganization within the meaning of section 112 (g) (1) (B) of 
the Internal Revenue Code (1939), provided that at least 80 percent of the 
total outstanding shares of Pacific Public were acquired by Pacific Gas. The 
Internal Revenue Service further ruled that in accordance with the provisions 
of section 112 (b) (3) of the code and subject to the reservation stated in the 
immediately preceding sentence, no gain or loss would be recognized to the 
shareholders of Pacific Public as a result of the exchange of their stock for 
the voting stock of Pacific Gas. In the same ruling, the Service also held that 
certain other proposed exchanges of Pacific Gas common or preferred stock for 
preferred stock of Coast Counties Gas & Electric Co. (Coast Counties) would 
not be tax-free. On March 9 and 13, 1954, the Service issued supplemental 
rulings on other phases of this matter. 

The acquisitions of Pacific Public and Coast Counties stock by Pacific Gas 
were in accordance with a plan for the ultimate merger of Pacific Public and 
Coast Counties into Pacific Gas. This plan of merger had to be, and was, 
approved by various governmental regulatory bodies, including the Public Utili- 
ties Commission of California and the Securities and Exchange Commission. 
The authorization of the California commission was granted after public hear- 
ing on February 16, 1954. The authorization of the Securities and Exchange 
Commission was granted on February 24, 1954. 

Upon receipt of the ruling dated March 5, 1954, and after receiving the neces- 
sary clearances from the Securities and Exchange Commission with respect to 
the contents of its “offer of exchange” letters, Pacific Gas on March 15, 1954, 
transmitted to the public shareholders of Pacific Public and Coast Counties its 
offers for the exchanges of stock. In the letters to the Pacific Public share- 
holders, it was stated that the Commissioner of Internal Revenue had ruled 
that the exchanges of Pacific Public stock for Pacific Gas stock would be tax- 
free under Federal income tax law if Pacific Gas obtained the requisite 80 per- 
cent of Pacific Public stock. 

A substantial percentage of the common stock and all of the preferred stock 
of Pacific Public is publicly held. Since the exchange offers have been made, 
shareholders of Pacific Public have been sending in their shares for exchange 
pursuant to the offer. Of course, these shareholders have relied upon the 
ruling of the Internal Revenue Service in deciding whether to accept the offer. 
The exchange offers expire April 28, 1954. 

Transmitted herewith for your information is the following material which 
pertains to this problem: 

Exhibit 1: Copy of ruling of the Internal Revenue Service dated March 5, 
1954. 

Exhibit 2: Copy of supplemental ruling of the Internal Revenue Service 
dated March 13, 1954. 

Exhibit 3: Offers of exchange dated March 15, 1954, to the holders of 
Pacific Public Service Co. common and preferred stocks. 

Exhibit 4: Booklet dated March 15, 1954, describing the proposed mergers 
and exchange offers, which booklet was distributed with the offers of ex- 
change of the same date (exhibit 3). 
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The material transmitted herewith describes in greater detail the terms and 
circumstances of the exchange offers and proposed mergers. These mergers 
will effectuate the policies and purposes of the Public Utilities Commission of 
California and the Securities and Exchange Commission. 

Although the exchanges of Pacific Public stock have been ruled by the Treas- 
ury Department to be tax-free under the present law and the stockholders of 
that company are currently exchanging their shares in reliance on that ruling, 
it is believed that the transaction between Pacific Gas and the shareholders of 
Pacific Public will not qualify as “tax-free” under H. R. 8300. The reason for 
this is that the Pacifie Public shareholders will not receive the 25 percent stock 
interest required by section 359 (b) of H. R. 8300. 

As is apparent from the booklet (exhibit 4), approximately 742,000 common 
shares of the Pacific Public are outstanding whereas almost 16,000,000 Pacific 
Gas common shares are outstanding. Assuming, for the sake of discussion, that 
Pacific Public shareholders will receive Pacific Gas shares on a share-for-share 
basis of exchange, it is obvious that the Pacific Public shareholders will not 
attain the 25 percent interest required by section 359 (b) of H. R. 8300.2 This 
anomalous result is reached even though the shares of Pacific Public are widely 
held by the publie and Securities and Exchange Commission approved the acqui- 
sition of these shares by Pacific Gas. It is also believed that those shares are 
registered on several stock exchanges, although we have not undertaken to 
verify this point. The result is reached even though Pacific Public is a large 
company—the problem arises because the acquiring corporation, Pacific Gas, is 
so much larger. It is obvious that the House did not intend to impose unneces- 
sary restraints on exchanges of this type. 

We shall appreciate you and your committee giving attention to this problem 
in your consideration of this bill. We hope that your committee will find it 
possible to cure the obviously unintentional inequities of the bill, particularly 
with respect to transactions already in process at the time when the Ways and 
Means Committee reported the bill to the House. 

Respectfully yours, 
Strepror & JOHNSON 


Exuistr 1 


UNITED STATES TREASURY DEPARTMENT, 
COMMISSIONER OF INTERNAL REVENUE, 
Washington, March 5, 1954. 
Pactric GAs & ELEcrric Co., 
San Francisco, Calif. 


GENTLEMEN: We have received your letter of January 13, 1954, wherein a rul 
ing is requested as to the effect for Federal income-tax purposes of certain 
proposed transactions whereby Pacific Gas & Blectric Co. will acquire capital 
stock of Pacific Public Service Co. and Coast Counties Gas & Blectrie Co. in 
exchange for part of its voting stock. We have also received the enclosures sub- 
mitted with your letter which were indicated as exhibits A, B, C, D, and B 
Additional information with respect to this matter was furnished by the firm 
Steptoe & Johnson in letters dated February 2, 1954, along with exhibits marked 
F, G, H, I, J, and K. 

The information submitted indicates that Pacific Gas & Blectric Co. (herein- 
after referred to as Pacific Gas) is a California corporation engaged in the 
business of furnishing electric and gas service throughout a large part of 
northern and central California. The issued and outstanding capital stock of 
Pacific Gas as of June 30, 1953, consisted of 11,677,519 shares of first preferred 
stock and 13,627,798 shares of common stock. Both the preferred and common 
shares have full voting rights. 

Pacifie Public Service Co. (Pacific Public) is a holding company organized 
under the laws of the State of California. It owns all of the outstanding capital 
stock of Natural Gas Corp. of California, Gas Lines, Inc., and Arrowhead & 
Puritas Waters, Inc. The latter corporation recently terminated its business 
operations. Pacific Public also owns all of the outstanding common stock, con- 
sisting of 308,480 shares, of Coast Counties Gas & Electric Co. (Coast Counties). 


1 For each share of common stock of Pacifie Public there is offered in exchange 0.53 share 
of common stock of Pacific Gas. For each share of $1.30 cumulative first preferred stock 
of Pacific Public there is offered in exchange 1 share of 5 percent redeemable first preferred 
stock of Pacific Gas or 0.70 share of common stock of Pacific Gas. 





INTERNAL REVENUE CODE OF 1954 1111 


In addition to the common stock, Coast Counties has outstanding 199,000 shares 
of fully voting preferred stock which are publicly held. 

The outstanding capital stock of Pacific Public consists of 298,137.7 shares of 
preferred stock and 741,969.85 shares of common stock. The preferred shares 
are fully voting and are redeemable in whole or in part, at any time or from 
time to time. All of Pacific Public’s outstanding preferred stock, and about 
16 percent of its outstanding common stock are publicly held. The remaining 
outstanding common stock, representing 623,651 shares, is held by Blyth & Co., 
Inc. (Blyth) an investment-banking firm. This stock was acquired by Blyth 
pursuant to a permissive order of the Securities and Exchange Commission, dated 
June 1, 1953, which provides that Blyth shall dispose of such stock prior to 
June 1, 1954, unless the time is extended by the Commission. 

It is stated that Pacific Gas has been interested for many years in acquiring 
and integrating Coast Counties’ utility properties with its own. To accomplish 
this objective, Pacific Gas proposes to acquire all of the common stock of Pacific 
[ublic which is presently held by Blyth. On January 20, 1954, Pacifie Gas and 
Elyth entered into an agreement whereby the former will acquire 623,651 shares 
of the common stock of Pacific Public from Blyth. In exchange for such stock, 
Pacific Gas will issue 330,535 shares of its common stock to Blyth which will 
thereafter dispose of this stock by sales to the public. The exchange of stock 
will be carried out as soon as possible, and in any event, not later than 83 days 
after the parties receive all requisite governmental authorizations, including 
(a) authorization of the Public Utilities Commission of California under the 
Public Utilities Code, and (6b) authorization of the Seeurities and Exchange 
Commission under the Publie Utility Holding Company Act of 1935. 

On the assumption that an agreement with Blyth would be reached, Pacific 
Gas has formulated a plan of merger of Pacific Public and Coast Counties with 
itself. The plan contemplates that the merger will be effected, if possible. with- 
out a merger agreement. It would be impracticable to endeavor to acquire 
Blyth’s stock in Pacific Public pursuant to a merger agreement because of the 
time factor alone since a merger agreement would have to be approved by the 
shareholders of each of the merging corporations, as well as by both the Public 
Utilities Commission of California and the Federal Power Commission. These 
requirements and the offers of exchange pursuant to a merger agreement could 
not be accomplished by June 1, 1954, the date by which Blyth is required to 
dispose of such stock. 

With a view to acquiring all of the remaining outstanding shares of common 
stock of Pacific Public, and all of the outstanding preferred shares of both 
Pacific Public and Coast Counties, Pacific Gas will make the following offers of 
exchange : 

(1) To the holders of the remaining common stock of Pacific Public. 
Pacific Gas will offer its common stock in exchange therefor in the same ratio 
as that employed in the exchange with Blyth. 

(2) Pacific Gas will offer either seven-tenths of a share of its common 
or 1 share of its 5-percent redeemable first preferred, for each share of 
outstanding preferred stock of Pacific Public, as such holders may elect. 

(3) Pacifie Gas will offer either seven-tenths of a share of its common, 
or eight-tenths of a share of its 5-percent redeemable first preferred for each 
share of outstanding series A 4-percent preferred stock of Coast Counties, as 
such holders may elect. 

(4) Pacific Gas will offer either seven-tenths of a share of its common, 
or 1 share of its 4.80-percent redeemable first preferred for each share of 
series B 4.80-percent preferred stock of Coast Counties as such holders may 
elect. 

Thereafter, the course to be followed in effecting a merger will depend on the 
results obtained from the proposed offers of exchange. If all of the outstandin 
stock of Pacific Public and Coast Counties is acquired by Pacific Gas, then the 
latter can accomplish a merger with its wholly owned subsidiary corporations 
by filing a certificate of merger with the California Secretary of State. 

On the other hand, if all of the outstanding stock of Pacific Public and Coast 
Counties is not acquired by Pacific Gas through the exchanges, or by redemption, 
then the latter will cause those two corporations to enter into a merger agree- 
ment with itself. The remaining stock will then be acquired pursuant to the 
statutes governing mergers, or redeemed. It is stated that the proposed merger, 
however effected, will be a valid statutory merger under the laws of the State of 
California. 
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The exchange ratios in the offers of exchange of stock of Pacific Gas for stock 
of Pacific Public and Coast Counties will result in some shareholders being 
entitled to receive fractional shares of stock of Pacific Gas. Under the proposed 
procedure, the latter will issue nothing but certificates for whole shares. The 
shareholders of Pacific Public and Coast Counties who deliver their shares for 
exchange will indicate their desire to round their fractional share interest un 
or down to the nearest share. A bank or trust company appointed by Pacific 
Gas will balance the purchase and sale requests as they are received. After the 
exchange period closes, Pacific Gas will issue to the bank or trust company, 
whole shares equal to the aggregate of the fractional shares belonging to the 
exchanging parties. After giving effect to the previous purchase and sale re- 
quests, the bank or trust company will sell any unallocated whole shares and 
remit the proceeds to the shareholders in accordance with their proportionate 
interests. 

A ruling is requested to the effect that the proposed exchanges by Pacific Gas 
of its voting stock for common stock and preferred stock of Pacific Public, and 
for preferred stock of Coast Counties, will be exchanges pursuant to a plan of 
reorganization (statutory merger) within the meaning of section 112 (g) (1) 
(A) of the Internal Revenue Code; and that no gain or loss will be recognized 
as a result of such exchanges. A further ruling is requested to the effect that 
the procedure, whereby shareholders of Pacific Public and Coast Counties who 
reund their fractional share interests up or down to the nearest whole share by 
selling or purchasing fractional shares, will not conflict with the requirements 
of section 112 (b) (3) and section 112 (g) (1) (B) of the code, that the exchange 
by the acquiring corporation be solely for its voting stock. 

Based solely on the information submitted, it is the conclusion of this office 
that the proposed exchanges whereby Pacific Gas will acquire capital stock of 
Pacific Public and Coast Counties in exchange for its voting stock, are separate 
transactions which will precede the adoption of the plan of merger, and there- 
fore cannot be considered as constituting transactions which will be consummated 
pursuant to a statutory merger of Pacific Public and Coast Counties into Pacific 
Gas. For this reason, it is held that section 112 (g) (1) (A) of the Internal 
Revenue Code, referring to statutory mergers, is not deemed applicable to the 
proposed exchanges. 

It is also held that the acquisition of common stock and preferred stock of 
Pacific Public by Pacific Gas in exchange solely for part of the latter’s voting 
stock will constitute a reorganization within the meaning of section 112 (zg) 
(1) (B) of the code, provided that at least 80 percent of the total outstanding 
shares of Pacific Public are acquired by Pacific Gas. 

In accordance with the provisions of section 112 (b) (3) of the code, and 
subject to the reservation stated in the paragraph immediately preceding, no 
gain or loss will be recognized to the stockholders of Pacific Public as a result 
of the exchange of their stock of Pacific Public solely for voting stock of Pacific 
Gas on the basis described above. 

The arrangement for the purchase and sale of fractional-share interests of 
Pacific Public stock, in the manner described above, will not prevent the applica- 
tion of sections 112 (g) (1) (B) and 112 (b) (8) of the code to the above 
exchanges. 

The basis of the stock of Pacific Gas received by the stockholders in exchange 
for their stock of Pacific Public will be the same as the cost or other basis of 
the stock of Pacific Public surrendered (sec. 113 (a) (6) of the code). In deter- 
mining the holding period for which a stockholder has held the shares of Pacific 
Gas received on the exchange, there will be included the period for which he 
held the shares of Pacific Public exchanged therefor (sec. 117 (h) (1) of the 
code). 

Sales of fractional shares of the stock of Pacific Gas by the bank or trust 
company will constitute sales for the accounts of the stockholders of Pacific 
Public who otherwise would have been entitled to such fractional shares. Such 
stockholders will realize a gain or loss as a result of such sales measured by 
the difference between the amount of cash received and the basis of the fractional 
shares sold. Such gain or loss will constitute capital gain or loss subject to the 
provisions and limitations of section 117 of the code. 

The acquisition by Pacific Gas of preferred stock of Coast Counties in exchange 
solely for voting stock of Pacific Gas will not constitute a reorganization as 
that term is defined in section 112 (g) (1) of the code. It is therefore held 
that this exchange will result in the recognition of gain or loss to the stock- 
holders of Coast Counties. Such gain or loss will be measured by the difference 
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between the fair market value of the stock of Pacific Gas received on the 
exchange, and the cost or other basis of the stock of Coast Counties exchanged 
therefor, in accordance with the previsions of sections 112 (a) and 111 of the 
code, and the spplicable provisions of section 117 of the code relating to capital 
gains and losses. 

The transactions described above will not diminish the accumulated earnings 
and profits of Pacific Gas available for the distribution of subsequent dividends 
within the meaning of section 115 (a) of the code. 

Very truly yours, 
H. T. Swarra, 
Director, Taw Rulings Division. 





Exutsit 2 
Marcu 13, 1954. 
Paciric Gas & Execrric Co., 
San Francisco, Calif. 

GENTLEMEN : This is in reply to a letter dated March 5, 1954, from Steptoe & 
Johnson in which reference is made to letters dated January 13, 1954, and Febru 
ary 2, 1954, requesting rulings as to the effect, for Federal income-tax purposes, 
of certain proposed exchanges of capital stock of your corporation for capital 
stock of the Pacific Service Co. and Coast Counties Gas & Electric Co. Rul- 
ings with respect to the proposed exchanges were contained in a letter dated 
March 5, 1954. 

It is stated that under the terms of the exchange offer from your corporation 
(hereinafter referred to as Pacific Gas) to the stockholders of Coast Counties 
Gas & Electric Co. (hereinafter referred to as Coast Counties), the offer to 
the Coast Counties stockholders will remain open until the close of business 
on April 28, 1954. The stockholders of Coast Counties participating in the 
exchange will continue to be stockholders of record of Coast Counties until 
the end of April 1954, and will receive a dividend at the regular rate for the 
4-month period ending April 30, 1954. The new shares of Pacific Gas will be 
issued to the exchanging stockholders of Coast Counties as of May 1, 1954. 
May 1, 1954, is a Saturday, and it is anticipated that the stock exchanges on 
which the stock of Pacific Gas is listed will not be open for business on that 
date. 

In the letter dated March 5, 1954, it was held that the exchange by the stock- 
holders of Coast Counties of their stock in such company for shares of the 
capital stock of Pacific Gas will result in the recognition of gain or loss to the 
stockholders of Coast Counties measured by the differences between the fair, 
market value of the stock of Pacific Gas received on the exchange and the cost 
or other basis of the stock of Coast Counties exchanged therefor, in accordance 
with the provisions of sections 112 (a) and 111 of the code, and the applicable 
provisions of section 117 of the code relating to capital gains and losses. 

In determining the fair market value of the stock of Pacific Gas as of the 
effective date of the exchange and, therefore, the basis of such stock in the hands 
of Coast Counties stockholders making the exchange, the mean of the high and 
low prices on the exchanges on which the stock is listed should be used on the 
first day on which quotations are available following the effective date of the 
exchange. The effective date of the exchange will be May 1, 1954. 

Very truly yours, 
FRANCES B. Rapp, 
Acting Chief, Reorganization and Dividend Branch. 


Exner 8A 
Paciric Gas & ELEcrrRIc Co., 
San Francisco 6, Calif., March 15, 1954. 
et 


fo the Holders of Pacific Public Service Co. Common Stock: 


OFFER OF EXCHANGE 


On February 26, 1954 Pacific Gas & Electric Co. acquired 623,651 shares of 
common stock of Pacific Publie Service Co. from Blyth & Co., Ine. in exchange for 
330,535 shares of common stock of Pacific Gas & Electric Co. As a result of this 
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acquisition Pacific Gas & Electric Co. owns approximately 60 percent of all voting 
shares of Pacific Publie Service Co. 

Pacific Gas & Electric Co. acquired this stock as the initial step of a plan under 
which Pacific Public Service Co. and its subsidiary Coast Counties Gas & Electric 
Co., will be merged with Pacific Gas & Electric Co. In the course of effeetuating 
this merger all of the capital stock of Pacific Public Service Co. and Coast Coun 
ties Gas & Electric Co. will be eliminated. 

To further this plan Pacific Gas & Blectric Co. now offers to exchange fifty-three 
one-hundredths share of its common stock for each share of Pacifle Public Sery 
ice Co. common stock, the same ratio of exchange as that agreed to with Blyth 
& Co., Inc. This ratio of exchange was approved by the Public Utilities Com 
mission of California by its order dated February 16, 1954, after a hearing upon 
the fairness thereof at which all interested persons had an opportunity to appear 

In order to accept this offer of exchange it will be necessary for the annexed 
letter of transmittal and acceptance, properly completed and accompanied by 
certificates for the stock being exchanged, to reach Pacific Gas & Electric Co., 
Attention A. W. Uhrich, transfer agent, 245 Market Street, San Francisco, 
Calif., before the close of business April 28, 1954. Mere deposit in the mail will 
not constitute acceptance. 

No fractional shares or script will be issued. Kach stockholder entitled by 
application of the exchange ratio to a fractional interest in a share of Pacific 
Gas & Elecirte Co. stock is requested to give instructions at the time of accept 
ance either for the sale of such fractional interest or for the purchase of such 
additional fractional interest as will entitle him to an additional whole share 
In all cases in which stockholders omit such instructions their fractional inter 
ests will be sold for their account. Purchases and sales of fractional interests 
will be executed at prices based on the closing price on the New York Stock 
Exchange on April 30, 1954, for Pacific Gas & Electric Co. common stock, 

Receipt of shares tendered for exchange will be acknowledged promytl) 
Shares of Pacific Gas & Electric Co. common stock will be issued as of Ma 
1, 1954, and will be delivered as soon as practicable after that date. Exchanging 
shareholders will continue to be stockholders of record of Pacific Public Service 
Co. until the end of April 1954. 

Acceptance of this offer by stockholders will be irrevocable. Vacific Gas & 
Electric Co. will be obligated to effect the exchange with respect to all shares 
duly tendered to it in acceptance of this offer, and may, but shall not be required 
to, waive defects in the manner of acceptance. 

In accordance with a letter addressed to members of the National Association 
of Securities Dealers, Inc., Pacific Gas & Electric Co. will pay a solicitation fee 
to members who are instrumental in effecting exchanges of Pacific Public Service 
Co. common stock pursuant to this offer. 

According to a ruling of the Commissioner of Internal Revenue, exchanges 
made pursuant to this offer and a simultaneous offer to holders of Pacifie Public 
Service Co. first preferred stock will be tax free under Federal income tax law 


if Pacific Gas & Fleetric Co. acquires at least 80 percent of all outstanding 
shares of Pacific Public Service Co. common and first preferred stock. Since 


Pacific Gas & Electric Co. already owns approximately 60 percent of such share 


acceptance of these offers by the holders of at least one half of the remaining 
outstanding shares of such preferred and common stock will be sufficient to 
establish the tax exemption. 


INFORMATION CONCERNING THE COMPANIES 


We assume that you have received, as a stockholder of Pacific Public Service 
Co., its recently released annual report giving results of operations for 1955 and a 
consolidated balance sheet as of the end of that year. If you have not received 
a copy of this report you may obtain one by writing to Pacific Publie Service 
Co., 369 Pine Street, San Francisco, Calif. Similar information as to Pacific 
Gas & Electrie Co, is contained in the enclosed copy of its annual report. In 
addition we enclose a booklet describing generally the plan of merger, of 
which this exchange offer is a part, and containing a brief description of the 
capital stock, the business, and the properties of Pacific Gas & Electric Co 

The following information with respect to market prices, earnings, and divi 
dends has been compiled for convenient reference, but it should be recognized 
that other factors deserve consideration in evaluation of this exchange offer 
In making comparisons the exchange ratio should be taken into account. 
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A comparison of market prices of the two common stocks for the year 183, by 
juarters, is given in the following table 


Pacific Qas & Fleetr Paeifie Public Servic 
American Stock Ey 
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Earnings per share of common stock for the last 5 years for Pacifle Gas & 
Klectrie Co, and for Pacific Public Service Co, (as reported to stockholders, and 
ifter elimination of the earnings of Arrowhead and Puritas Waters, Ine.) are 
given in the following table: 
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Pacific Public Service Co. has paid dividends on its « stock in every 
year since 1258 Since 1948S regular dividends have been d at the rate of $1 
per share per yeal In addition to the above-ment d extra dividends paid in 
lanuary 1%)4, an extra dividend of 25 cents per share was paid in December 1053 
Your early acceptance of this offer is invited 
Very truly yours, 
1. B. Brack, Pre en 


NSTRUCTIONS FOR ACCEPTANC! 


I lo accept this offer of exchange, complete the letter of transmittal and 

ceptance on the reverse hereof and deliver it, together with the stock certifi 
cates, to Pacific Gas & Electric Co., attention A. W. Uhrich, transfer agent, 245 
Market Street, San Francisco 6, Calif., before the close of business April 28, 1054 
Use of the mail is at the risk of the sender. 

2. The signature on letter of transmittal and acceptance must correspond 
exactly to that on the face of the certificates transmitted for exchange. 
3. The letter of transmittal and acceptance includes a stock transfer power in 
fuver of Pacific Gas & Electric Co. and no endorsement of the certificates is 
necessary. However, if the certificates are endorsed, they should be endorsed 
to Pacifie Gas & Blectric Co. to minimize risk of loss, and not endorsed in blank 


45994-—54—-pt. 2 31 
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4. If the letter is executed by an attorney, executor, administrator, guardia: 
or other fiduciary, or by an officer of a corporation, the person executing must ; 
vive his full title in such capacity and proper evidence of authority to act in such : 
capacity must be furnished. 

5. Where appropriate indicate by a mark in the proper box whether you wish 
(1) to sell the fraction of a share of Pacific Gas & Electric Co. common stock 
which would result from application of the exchange ratio, or (2) to buy a 
additional fraction of a share to make up one whole share. 


LETTER OF TRANSMITTAL AND ACCEPTANCE 


(To accompany certificates for common stock of Pacific Public Service Co, submitted f 
exchange) 

1d 

Pactric Gas & ELrFeornic Co., 

245 Market Street, San Francisco 6, Calif. 
(Attention: A. W. Uhrich, transfer agent.) 
Dear Sins: Submitted herewith are certificates for shares of common stock 
of Pacific Publie Service Co. as follows: 


Certificate No No. of shaves’ Certificate No No. of shares’ Certificate No Vo. of shave 


The offer of Pacific Gas & Electric Co. to exchange fifty-three one-hundredths 
share of its common stock for each of the above described shares is hereby irre 
\ocably accepted. The undersigned hereby irrevocably constitutes and appoints 
A. W. Ubrich, attorney, to transfer to Pacific Gas & Electric Co, the shares repre 
sented by the certificates submitted herewith on the books of Pacific Public 
Service Co. as of the end of April 30, 1954, with full power of substitution in the 
premises. 

If by application of the exchange ratio, I am entitled to a fractional interest 
in a share of Pacific Gas & Electric Co. stock, I hereby request and authorize 
the Bank of California, National Association, as described in the offer of 
exchange, 

} to SELL such fractional interest and remit the proceeds to me, or 
to BUY an additional fractional interest to make up a whole share and 
bill the cost to me. 
as indicated by an X or checkmark opposite my choice. 

If I failed to indicate my choice, said bank is authorized to sell my fractional 

interest and remit the proceeds to me. 


(Signature(s) of stockholder(s) ) 


If the name and address as shown below are not correct for mailing of stock 
certificate and remittance, if any, please indicate necessary changes or give 


instructions as to manner of delivery. ; 
‘ 
— 4 
ExnHrsit 3B 3 
Pacigic Gas & ELeorric Co 4 
San Francisco 6, Calif., March 15, 1954 
OFFER OF EXCHANGI j 
4 


To the Holders of Pacific Public Service Co., $1.30 Cumulative First Preferred 


Stock: 





On February 26, 1954, Pacific Gas & Electric Co. acquired 623,651 shares of 
common stock of Pacific Public Service Co. from Blythe & Co., Inc., in exchange 
for 330,535 shares of common stock of Pacific Gas & Electric Co. As a result of 
this acquisition Pacific Gas & Electric Co. owns approximately 60 percent of all 
voting shares of Pacific Public Service Co 

Pacific Gas & Electric Co. acquired this stock as the initial step of a plan under 
which Pacific Public Service Co. and its subsidiary, Coast Counties Gas & 
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Electric Co,, will be merged with Pacific Gas & Electric Co. In the course of 
effectuating this merger all of the capital stock of Pacific Public Service Co. and 
Coast Counties Gas & Electric Co. will be eliminated. 

To further this plan Pacific Gas & Electric Co. now offers to exchange either 
one share of its 5-percent redeemable first preferred stock, or, in the alternative, 
seventy one-hundredths share of its common stock, for each share of Pacific Pub 
lic Service Co, $1.80 cumulative first preferred stock. These ratios of exchange 
were approved by the Public Utilities Commission of California by its order dated 
February 16, 1994, after a hearing upon the fairness thereof at which all interested 
persons had an opportunity to appear 

In order to accept this offer of exchange it will be necessary for the annexed 
Letter of Transmittal and Acceptance, properly completed and accompanied by 
certificates for the stock being exchanged, to reach Pacific Gas & Blectric Co,, 
Attention A. W. Uhrich, Transfer Agent, 245 Market Street, San | neiseo 6, 
Calif., before the close of business April 28, 1954. Mere deposit in the mail will 
not constitute acceptance. 

No fractional shares or scrip will be issued. Each stockholder electing to take 
Pacific Gas & Electric Co. common stock and entitled by application of the ex 
change ratio to a fractional interest in a share thereof is requested to give 
instructions at the time of acceptance either for the sale of such fractional 
interest or for the purchase of such additional fractional interest as will entitle 
him to an additional whole share, In all cases in which stockholders emit such 
instructions their fractional interests will be sold for their account. Purchases 
and sales of fractional interests will be executed at prices based on the closing 
price on the New York Stock Exchange on April 30, 1954, for Pacific Gas & 
Electric Co, common stock. 

Receipt of shares tendered for exchange will be acknowledged promptly. The 
new shares of Pacific Gas & Electric Co. stock will be issued as of May 1, 1934, 
and will be delivered as soon as practicable after that date. Exchanging share 
holders will continue to be stockholders of record of Pacific Public Service Co. 
until the end of April 1%54, and will receive the regular quarterly dividend for the 
quarter ending April 30, 1954. 

Acceptance of this offer by stockholders will be irrevocable. Pacifie Gas & 
Electric Co. will be obligated to effect the exchange with respect to all shares 
duly tendered to it in acceptance of this offer, and may, but shall not be required 
to, waive defects in the manner of acceptance. 

According to a ruling of the Commissioner of Internal Revenue, exchanges 
made pursuant to this offer and a simultaneous offer to holders of Pacific Public 
Service Co, common stock will be tax free under Federal income-tax law if Pacific 
Gas & Electric Co, acquires at least SO percent of all outstanding shares of Pacific 
Public Service Co. common and first preferred stock. Since Pacific Gas & Electric 
Co. already owns approximately 60 percent of such shares acceptance of these 
offers by the holders of at least one-half of the remaining outstanding shares of 
such preferred and common stock will be sufficient to establish the tax exemption. 








Information concerning the companies 

We assunre that you have received, as stockholder of Pacific Public Service 
Co., its recently released annual report giving results of operations for 1953 and 
a consolidated balance sheet as of the end of that year. If you have not received 
a copy of this report you may obtain one by writing to Pacific Public Service Co., 
869 Pine Street, San Francisco 4, Calif. Similar information as to Pacific Gas 
& Electric Co. is contained in the enclosed copy of its annual report. In addition 
we enclose a booklet describing generally the plan of merger, of which this ex- 
change offer is a part, and containing a brief description of the capital stock, 
the business, and the properties of Pacific Gas & Electric Co. 

The following information with respect to market prices, dividends and. redemp- 
tion prices has been compiled for convenient reference, but it should be recognized 
that other factors deserve consideration in evaluation of this exchange offer. In 
making comparisons the exchange ratios should be taken into account. 
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Market hgom ices 


Pacific Public Service | Pacific Gas & Electric Pacific Gas & Electri 
t t « 1 Ae C 


$1.30 cumulative first 5 percent redeemable ane eae 

preferred (American first preferred (Amer- ae ede York 

Stock Exchange) ican Stock Exchange , : ang 

‘ = rt Sag =a . a ‘ - ; beni 

High Low High Low High Low 
—_——— aed —_—-- mT ——- —— | —- —---—- 5 -—-- --~-— +|— -— - — 
i inirianiouen ood —_ 2556 2274! 2844 2514) 3954 32% 
1953 apediipomitipecnsmmnl 2646 24 fx 2844 2544) 40 WUYy 

Dividends 


Pacific Public Service $1.30 cumulative first preferred: 
I Lanes ciiprnndiniane eae ceeeeaa 
EU TE UE Pt a pciai es weiipn ice Seah dncs eninabinate tein . cab oiimeineiin’ f 
Quarterly dividend periods commence on first dave of F ebrus iry, Ma: iy, August, 
and November. Dividends are cumulative. 





Pacific Gas & Electric 5 percent redeemable first preferred : 
ee TS a. Si dh Sebel stelbwctddticee webun bie -~ $1. 25 
Quarterly dividend. demteaate sisal bs apitdplintn acess ten ed Ss Oe one 


Quarterly dividend periods commence on first days of Ir ebruary, May, August, 
and November. Dividends are cumulative. 


’acific Gas & Electric common: 
Current quarterly dividend__.._---_~- Siti ai ntcbhiehs kei. Zig .. * $0. 55 
1 Pacific Gas & Electric Co. has paid dividends on its common stoc]k in every year since 
1918. From 1936 to July 15, 1953, dividends were paid at the rate of $2 per share per 
year. The dividends paid in October 1953 and January 1954 were each $0.55 per share. 
Rased on the average number of shares outstanding during each year, the earnings per share 


of common stock for the years 1949 to 1953, inclusive, were as follows: $2.10; $2.62 ; $2.14; 


$2.52 ; $3 12. 


It is the company’s practice to pay dividends in January, April, July, and 
October. 


Redemption prices 


The redemption price for Pacific Public Service Co. $1.30 cumulative first pre- 
ferred stock is $27.50. 

The redemption prices for Pacific Gas & Electric Co. 5 percent redeemable first 
preferred stock are as follows: $27.75 on or before July 31, 1958; $27.25 from 
August 1,1958, to July 31, 1963, inclusive; $26.75 after July 31, 1963. 

Your early acceptance of this offer is invited. 

Very truly yours, 
J. B. Biack, President. 


INSTRUCTIONS FOR ACCEPTANCE 


1. To accept this offer of exchange, complete the letter of transmittal and 
acceptance on the reverse hereof and deliver it, together with the stock certifi- 
cates, to Pacific Gas & Electric Co., attention A. W. Uhrich, transfer agent, 
245 Market Street, San Francisco, Calif., before the close of business April 28, 
1954, Use of the mail is at the risk of the sender. 

The letter of transmittal and acceptance must be signed in the column 
describing the exchange selected. Do not sign both columns. The signature 
must correspond exactly to that on the face of the certificates transmitted for 
exchange. 

3. The letter of transmittal and acceptance includes a stock transfer power in 
favor of Pacific Gas & Electric Co. and no endorsement of the certificates is 
necessary. However, if the certificates are endorsed, they should be endorsed to 
Pacific Gas & Electric Co. to minimize risk of loss, and not endorsed in blank. 

4. If the letter is executed by an attorney, executor, administrator, guardian 
or other fiduciary, or by an officer of a corporation, the person executing must give 
his full title in such capacity and proper evidence of authority to act in such 
capacity must be furnished. 
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5. Where appropriate, indicate by a mark in the proper box whether you wish 
(1) To sell the fraction of a share of Pacific Gas & Electric Co. common stock 
t which would result from application of the exchange ratio, or (2) to buy an addi- 
k tional fraction of a share to make up one whole share. 


LETTER OF TRANSMITTAL AND ACCEPTANCE 


(To accompany certificates for first preferred stock of Pacific Public Service Co. submitted 
A for exchange) 


: pactrrc Gas & Exrecrric Co., 
245 Market Street, San Francisco, Calif. 
(Attention: A. W. Uhrich, Transfer Agent.) 
jp ilaasietiind : ew , 1954. 
Dear Strs: Submitted herewith are certificates for shares of first preferred 
stock of Pacific Public Service Co., as follows: 


Certificate No. No.of shares Certificate No. No.of shares Certificate No. No. of shares 


The offer of Pacific Gas & Electric Co. to exchange shares of its capital stock 
for the above described shares is hereby irrevocably accepted as indicated by 
signature below. The undersigned hereby irrevocably constitutes and appoints 
A. W. Uhrich attorney to transfer to Pacific Gas & Electric Co. the shares repre 
sented by the certificates submitted herewith on the books of Pacific Public 
Service Co. as of the end of April 30, 1954, with full power of substitution in 
the premises. 


(Sign below the exchange elected; do not sign both) 


For each share of $1.30 cumulative | For each share of $1.30 cumulative 
first preferred stock of Pacific Public | first preferred stock of Pacific Publi 
Service Co. issue to the undersigned | Service Co, issue to the undersigned 
one share of 5-percent redeemable first | (0.70) share of common stock of Pacific 
preferred stock of Pacific Gas & Electric | Gas & Electric Co 
Co If, by application of the exchange 

- . ome ratio, I am entitled to a fractional in 
terest in a share of Pacific Gas & Ele 
tric Co. stock, I hereby request and 
authorize the Bank of California, Na 
tional Association, as described in the 
off r of exchange 


(Signature(s) of stockholder(s) ) 


to sell such fractional interest 
and remit the proceeds to me, 
or 

to buy an additional fractional 
interest to make up a whole 
share and bill the cost to me, 


as indicated by an X or check mark 


é opposite my choice. If I have failed to 
indicate my choice, said bank is au- 
‘ thorized to sell my fractional interest 





and remit the proceeds to me 


i (Signature(s) of stockholder(s) ) 

If the name and address as shown below are not correct for mailing of stock 
certificate and remittance, if any, please indicate necessary changes or give 
instructions as to manner of delivery 
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Pxuisit 4 


DESCRIPTION OF EXCHANGE OFFERS FOR CAPITAL STOCKS OF 
PACIFIC PUBLIC SERVICE CO. AND COAST COUNTIES GAS & ELEC 
TRIC CO. AND INFORMATION CONCERNING PACIFIC GAS & EBLECTRIO 
co. 

(March 15, 1954) 


EXCHANGE OFFERS AND PLAN OF MERGER 


GENERAL 


By letters addressed to the stockholders of Pacific Public Service Co. and Coast 
Counties Gas & Electric Co. offers for exchanges of capital stock are being made 
by Pacific Gas & Electric Co. This booklet describes the overall plan of the offer- 
ing and gives certain information concerning Pacific Gas & Electric Co., including 
descriptions of its capital stock, business, and properties. It showld be read in 
connection with the accompanying offering letter and the annual report of Pacific 
Gas & Electric Co. for 1953, which contain important information for exchanging 
stockholders. Detailed instructions on how to accept the offer are contained in 
each offering letter and the form letter of transmittal and acceptance which 
accompanies it. 

OFFERS OF EXCHANGE 


Pacific Gas & Electric Co. is offering to the holders of Pacific Public Service Co. 
common and preferred stocks and to the holders of Coast Counties Gas & Electric 
Co. preferred stocks an opportunity to exchange their holdings for shares of 
stock in Pacific Gas & Blectric Co. as follows: 

For each share of common capital stock of Pacific Public Service Co.: 
Fifty-three one-hundredths (0.53) share of common capital stock of Pacific 
Gas & Electric Co. 

For each share of $1.30 cumulative first preferred stock of Pacific Public 
Service Co.: One (1) share of 5 percent redeemable first preferred stock of 
Pacific Gas & Electric Co., or seventy one-hundredths (0.70) share of common 
capital stock of Pacific Gas & Electric Co. 

For each share of series A, 4 percent preferred stock of Coast Counties 
Gas & Electric Co.: Eight-tenths (0.8) share of 5 percent redeemable first 
preferred stock of Pacific Gas & Electric Co., or seventy one-hundredths 
(0.70) share of common capital stock of Pacific Gas & Electric Co. 

For each share of series B, 4.80 percent preferred stock of Coast Counties 
Gas & Electric Co.: One (1) share of 4.80 percent redeemable first preferred 
stock of Pacific Gas & Electric Co., or seventy one-hundredths (0.70) share 
of common capital stock of Pacific Gas & Electric Co. 

As indicated above, holders of the preferred stocks of Pacific Public Service 
Co. and Coast Counties Gas & Electric Co. may elect to exchange their holdings 
either for preferred stock or common stock of Pacific Gas & Electric Co. The 
alternatives are not necessarily equivalent in value. 

The offer of exchange terminates at the close of business April 28, 1954. Ac- 
ceptance of the offer must be given on the form letter of transmittal and accept- 
ance provided for that purpose and must be accompanied by the certificates for 
the shares tendered in exchange. The letter of transmittal and acceptance and 
the certificates must reach the Pacific Gas & Electric Co. by April 28, 1954, to 
be effective. Acceptance by exchanging stockholders of Pacific Public Service 
Co. and Coast Counties Gas & Electric Co. is irrevocable either by death or other- 
wise. Pacific Gas & Electric Co. is obligated to effect the exchange with respect 
to all shares duly tendered to it in acceptance of the offer, and may, but is not 
required to, waive defects in the manner of acceptance. 

Exchanging shareholders will continue to be holders of record of stock in 
Pacific Public Service Co. or Coast Counties Gas & Electric Co., as the case may 

be, until the end of April 1951. Receipt of shares tendered for exchange will 
be acknowledged promptly by Pacific Gas & Electric Co. The new shares of 
Pacific Gas & Electric Co. stock will be issued in exchange as of May 1, 1954, 
and will be delivered as soon as practicable after that date. 

Pacific Gas & Electric Co. will not issue any fractional shares or scrip certifi- 
eates in lieu thereof but exchanging shareholders who would be entitled to a 
fractional interest in a share of stock of Pacific Gas & Electric Co. are given the 


; 
¢ 
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option of rounding up or down to the nearest whole share. For this purpose 
each such shareholder should indicate on the form letter of transmittal and accept- 
ance whether he desires to sell his fractional interest or purchase such addi- 
tional fractional interest as will entitle him to an additional whole share. In 
all cases where stockholders omit to indicate their choice their factional inter- 
ests will be sold for their account. 

Pacific Gas & Electric Co. has appointed the Bank of California, national as- 
sociation, to handle the purchase and sale of fractional interests for the account 
of the exchanging stockholders. All purchases and sales of fractional interests 
will be executed as of April 30, 1954. Sellers will be credited and buyers 
charged for fractional interests on the basis of the closing prices on that date 
on the New York Stock Exchange for the common stock and the American 
Stock Exchange for the 5 percent redeemable first preferred stock. 

To the extent possible said bank will match orders of exchanging stockholders 
to buy and sell. If the total amount of fractional interests to be sold exceeds 
the fractional interests to be purchased, Pacific Gas & Electric Co. will issue 
the necessary number of excess shares to said bank as agent for the exchanging 
shareholders concerned and said bank will sell such shares on the market for 
their account. In the event the amount of fractional interests to be purchased 
exceeds the amount of fractional interests to be sold said bank will buy on the 
market for the account of the shareholders concerned additional shares to 
cover the excess. In no event will Pacific Gas & Electric Co. issue more new 
shares than required to effectuate the exchange in accordance with the author- 
ized exchange ratios. 

Said bank will remit the proceeds from the sale of fractional interests directly 
to the exchanging shareholders who ordered such sales and will bill the cost 
of fractional interests purchased directly to the exchanging shareholders who 
ordered such purchases. Delivery of the certificate to a shareholder who or- 
dered the purchase of a fractional interest may be withheld by Pacific Gas & 
Electric Co. until said bank has received remittance for the cost of his purchase. 





PLAN OF MERGER 


The presently outstanding shares of the capital stocks of Pacific Public Serv- 
ice Co. and the ownership thereof are given in the following table: 


Held by Pacific Gas 





Pah ral 
Mlactric C Publiely held 

Shares out- | & Electric Co - ’ 

standing |————-— en eee 
| Shares | Percent Shares Percent 

— Si + Cr + _ _— - _ | _ —— — 
| } 

Common stock ........... Geek 741, 969. SS 623, 651 84 | 118, S18. 85 16 
First preferred stock.............- 298, 137.7 208.137.7 | 100 
Total voting shares................ 1, 040, 107. 55 623, 651 60 | 416, 456. 55 | 40 








The presently outstanding shares of the capital stocks of Coast Counties Gas & 
Blectric Co. and the ownership thereof are given in the following table: 


} 
| Held by Pacific an . 
| Public Service Co, | Publicly held 


t- 


Shares ot | 


it 
lir z ee i ore — 








| Shares Percent | Shares Percent 
‘ . entuitinsaiie . | i 
Oommen. 4. ...s.~-..- a z a 308, 480 308, 480 | 100 | 
Preferred: | 
Series A 4 percent......... 124, 000 — 124, 000 100 
Series B 4.80 percent..... ante 75, 000 75, 000 100 
Total voting shares................ 507, 480 308, 480 61 199, 900 39 


Pacific Gas & Electric Co. acquired its interest in Pacific Public Service Co. on 
February 26, 1954, as the initial step in a plan to merge the latter and Coast 
Counties Gas & Electric Co. into Pacific Gas & Electric Co. Pursuant to this 
plan the offers of exchange described herein are made to the owners of the 











1122 INTERNAL REVENUE CODE OF 1954 


publicly held shares tabulated above. Prior to completion of the merger some 
or all of the preferred stocks of Pacific Public Service Co. and Coast Counties 
Gas & Electric Co. may be called for redemption, but in no event will any 
redemption take place before expiration of the exchange period for preferred 
stock. After completion of the exchanges and following such redemptions, if 
any, Pacific Gas & Electric Co. intends to proceed with the corporate merger, 
terminating the separate existence of two subsidary companies and eliminating 
their capital stocks. The merger will be carried out in accordance with the 
Corporations Code of California and subject to such authorization of the Cali- 
fornia Public Utilities Commission and the Federal Power Commission as may 
be required. 


INFORMATION CONCERNING PaciFic Gas & ELEectTric Co. 


The following description of capital stock, business, properties, and other 
matters relating to Pacific Gas & Electric Co. should be read in connection with 
its annual report to stockholders for the year 1953, which gives financial, 
statistical and other information concerning the company. 


DESCRIPTION OF CAPITAL STOCK 


The company is authorized to issue 20 million shares of common stock and 
20 million shares of first preferred stock, each of the par value of $25. All 
shares are nonassessable and have full voting rights, including the right to 
cumulate votes in the election of directors. No shares now outstanding or being 
offered in exchange have any conversion rights. The first preferred stock con- 
sists of 3 series of nonredeemable shares (a 6-percent series of 4,211,662 shares, 
a 514-percent series of 1,173,163 shares, and a 5-percent series of 400,000 shares, 
all of which are now outstanding) and 14,215,175 authorized redeemable shares, 
of which 6,026,068 shares are now outstanding. The board of directors is au- 
thorized to issue the redeemable shares in one or more series, to fix the number 
of shares of such series, and, while each such series is wholly unissued, to fix 
or alter the dividend rate, the conversion rights, if any, the redemption price, 
and the distinctive designation thereof. 

Holders of first preferred stock are entitled to cumulative preferential divi- 
dends out of surplus profits of the company at the annual dividend rates indi- 
cated in the title of each series. After payment or setting aside for payment of 
the dividends on first preferred stock, holders of common stock are entitled to 
dividends when and as declared out of surplus profits of the company. 

Upon liquidation or dissolution of the company, holders of first preferred stock 
are entitled to receive out of undistributed profits the amount of unpaid divi- 
dends and out of any assets the par value of their shares. Holders of common 
stock are entitled to the remaining assets of the company in proportion to their 
shareholdings. 

Holders of first preferred stock have no preemptive rights. Holders of common 
stock have preemptive rights to subscribe for or purchase additional issues of 
common stock, provided that common stock having a par value not exceeding 
$5 million may be sold to employees and persons actively engaged in the conduct 
of the company’s business, other than its directors and principal officers, at a 
price not less than the par value thereof. 

The redeemable first preferred stock may be redeemed in whole or in part at 
the option of the company at any time or from time to time upon payment of 
the redemption price plus accumulated and unpaid dividends to the date fixed 
for redemption. The redemption prices are set forth in the following table. The 
company’s articles of incorporation do not restrict the repurchase or redemption 
of shares of first preferred stock while there is any arrearage in the payment of 
dividends. 


5-percent issues Redemption 

Redemption date per share 
eC OS De FI ai iii mst pee iscinistin mig ny mene cee tame $27. 75 
After July 31, 1958, through July 31, 1963_........-.......-..-_....__.. 27. 25 


taeda liicittitisliiitiatie iii imrarcantanrattcreartaagasned 


wee 


: 
i 
i 
















INTERNAL REVENUE CODE OF 1954 1123 
4.80-percent issue Redemption 
. price 
Redemption date per share 

On or before Jan. 31, 1955_.....--- ace Me mi Mle ab nah Eta Reg 

After Jan. 31, 1955, through Jan. 31, 1960_ saittos aia inane 

Pe eR ee ee 27. 75 

RE ie ns ot nctinet-otabeamntieminenene-tbamamamennme anes arinemeenin oe 
CAPITAL SECURITIES 


The capital securities of the company as of February 28, 1954, are shown below: 


As of Feb. 28, 1954 


Amount Amount 
authorized | outstanding 





First and refunding mortgage bonds ton . i aos 4 $800, 000,000 |....... 

Series 13% percent bonds due June 1, 1966 $927, 000 
Series J 3 percent bonds due Dec. 1, 1970 18, 669, 000 
Series K 3 percent bonds due June 1, 1971 23, 839, 000 
Series L 3 percent bonds due June 1, 1974 , . 109, 548, 000 
Series M 3 percent bonds due Dec. 1, 1979... . ‘ 77, 975, 000 
Series N 3 percent bonds due Dec. 1, 1977 48, 182, 000 
Series O 3 percent bonds due Dec. 1, 1975 10, 300, 000 
Series P 2%4 percent bonds due June 1, 1981 = . 24, O88, 000 
Series Q 2% per cent bonds due Dec. 1, 1980... 67, 434, 000 
Series R 344 percent bonds due June 1, 1982 69, 150, 000 
Series § 3 percent bonds due June 1, 1983 _- 74, 774, 000 
Series T 2% percent bonds due June 1, 1976 ‘ 77, 475, 000 
Series U 334 percent bonds due Dec. 1, 1985 47, 650, 000 
Series V 4 percent bonds due June 1, 1984 63, 040, 000 
Series W 344 percent bonds due Dec. 1, 1984__- ‘ 60, 000, 000 

tei annann ea Sade ‘ 800, 000,000 | 2 773,051,000 

Shares Shares 


Capital stock (par value $25 per share): 
First preferred stock: | 


6 percent first preferred stock, cumulative. _- ‘ . ‘ 4, 211, 662 4, 211, 662 
544 percent first preferred stock, cumulative --_._. Satie 1, 173, 163 | 1, 173, 163 

5 percent first preferred stock, cumulative -- - 400, 000 400, 000 

5 percent redeemable first preferred stock, cumulative __ ? 2, 806, GRO 2. 8N6, 680 

§ percent redeemable first preferred stock, series A, cumulative_. 1, 750, 000 1, 719, 388 
4.50 percent redeemable first preferred stock, cumulative 21, 500, 000 | 1, 500, 000 
Redeemabie first preferred stock, cumulative (unclassified in series) 28, 158, 495 | None 
Common stock... ...:._. bal es : “ : 20, 000, 000 15, 905, 162 
ttle ta netecnnas ; . onan . . 40, 000, 000 27, 716, 055 


' The board of directors of the company may from time to time authorize increases in this amount. 

! Exclusive of $115,000 principal amount held in treasury 

§ The additional shares of the 5and 4.80 percent redeemable first preferred stock series required to complete 
the exchanges described herein will be authorized by the board of directors prior to May 1, 1954, from the 
balance of redeemable first preferred stock now unclassified in series. . @ 


DESCRIPTION OF BUSINESS 


The company was incorporated in California in 1905. Its principal executive 
offices are located at 245 Market Street, San Francisco, Calif. The company is 
an operating public utility engaged, principally, in the business of furnishing 
electric and gas service throughout a large part of northern and central Cali- 
fornia, with properties located aad operations carried on entirely in California. 

For the year ended December 31, 1953, sales of electric energy and gas ac- 
counted for 69.4 percent and 30.1 percent, respectively, of the company’s total 
gross operating revenues and the distribution of water and steam in various 
localities for the remaining 0.5 percent. 


Territory served 
The company’s electric production and transmission system is interconnected 
and supplies distribution systems extending into 46 counties of the northern and 


central parts of California. The company distributes electric energy. in 158 
incorporated cities and towns, about 225 unincorporated communities (each 
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having an estimated population of 250 or more), and an extensive rural area. 
The company distributes gas in 118 incorporated cities and towns, about 85 
unincorporated communities (each having an estimated population of 250 or 
more), and a number of rural areas, in most of which electric energy is also 
distributed. 


The cities having 2 popuiatiscn cf 10,909 or over and the population of each, in 
which the company serves at retail gas, designated by G, or electricity, desig- 
nated by E, or both, are: 


| 1940 1950 1940 
~ — a 

San Francisco..............- \e34, 536 | 775,357 ||} Merced... . ssa ---EG | 10,135 | 
Oakland z 302, 163 | 384, 575 || Daly City.....- coccnseatse | 0,605 | 
Sacramento____......-.--- ‘ 1105, 958 | 137,572 || San Pablo_- an oh ee () 
Berkeley ___ ee [G | 85,547 | 113,805 || San Carlos ei EG 3, 520 | 
Richmond eG | 23,642} 99,545 || Hayward fi 
San Jose Jatebeouho ee 68,457 | 95,280 || San Luis Obispo. aacseuete 8, 881 
Fresno__- 2G | 60, 685 , 669 |) Salins as _..EG | 11, 586 
Stockton ___- ['G | 54,714 , 853 || San Rafael . E 8, 573 
M25 canbe 36, 256 . 430 || Lodi... amet G | 11,079 
San Mateo_..... ee a 19, 403 , 782 || Menlo Park EG | 3,258 
eee... == 5... 29,252 | 34,784 || Napa_- .EG 7,740 
OO a pnsenicta yesh c 14, 601 , 42 || Pittsburg_......-..-...-.----..E | 9,250 
Redwood ee Jey | 12, 453 5, 544 || San Bruno..................-% 6, 519 
Vallejo... ~epeabn tai stts as | 20,072 | 26,038 || Chico . BS at Bedi him 9, 287 
Eureka - hia inte welll’ 17, 055 3,068 || Santa Clara............----.-- 6, 650 
Burlingame . < 15, 940 9, 886 Antioch oie eal c 5, 106 ; 
South San Francisco ; 1G | 6,629! 19,351 || Madera 6, 457 497 
E! Cerrito ; 6,137 | 18,011 || Santa Maria_..................B | 8,522 , 440 
Santa Rosa-_-.-.......-- — 12, 695 , 902 Petaluma._ c 8,034 315 
Albany C 11, 493 , NS bn tin naawhn 8, 109 2 56 
Modesto... badasesaeue 16, 379 Piedmont 4 g 9,866 | 10,132 
Monterey | 10, 084 

















1 Unincorporated. 


Note.—Population figures are according to census announcements published by the U. 8. Department of 
Commerce, Bureau of the Census. 


The company sells at wholesale to municipalities substantially all of the elec- 
tric energy distributed and sold in Alameda, Biggs, Gridley, Healdsburg, Lodi, 
Lompoc, Palo Alto, Redding, Roseville, Santa Clara, and Ukiah, which are located 
in the general territory served by the company. See caption “Central Valley 
Project” with respect to sales to Sacramento Municipal Utility District which is 
also in such territory. The company’s subsidiaries, Vallejo Electric Light & Power 
Co., and Coast Counties Gas & Electric Co., purchase electric energy at wholesale 
from the company for distribution in Vallejo, Santa Cruz, Watsonville, and cer- 
tain smaller communities. Other wholesale electric customers of the company 
include the California Oregon Power Co., and Sierra Pacific Power Co., which 
purchase energy from the company in California and distribute some of such 
energy in their respective service areas in Oregon and Nevada. The company 
sells gas at wholesale to its subsidiary Coast Counties Gas & Electric Co. (to 
augment its supply from other sources) which distributes gas in Santa Cruz, 
Watsonville, Pittsburg, Antioch, and certain smaller communities. The company 
aiso sells gas at wholesale to the city of Palo Alto and to corporations serving 
Needles, Barstow, and Victorville, which are located near the company’s Topock 
Milpitas pipeline. 


Sources of electric energy 


Of the total energy output of the company’s electric system during the 12 
months ended December 31, 1953, approximately 85 percent was generated in 
plants owned by the company. The relative amounts of electric energy gen- 
erated in the company’s hydroelectric and steam-electric plants vary from year 
to year, depending upon precipitation and other factors. 

The maximum demand on the company’s electric system up to December 31, 
1953, occurred on July 21, 1953, when the system demand was 3,340,100 kilowatts. 
This power was supplied from the following sources: 1,190,900 and 1,551,800 
kilowatts, respectively, from the company’s hydroelectric and steam-electric 
plants, and 597,400 kilowatts from other sources, which include the Central Valley 
project and hydroelectric generating plants operated in connection with various 
irrigation, flood control, and municipal water supply projects. The total gross 
dependable capacity (estimated for the critical month of August with assumed 
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water supply equal to that of 1931, the most adverse year in the company’s expe- 
rience) available to the company from its present plants and under present con- 
tracts with other producers is estimated to be 3,765,500 kilowatts, including 445,- 
900 kilowatts available from other producers. The company also has interchange 
agreements with Southern California Edison Co., and the California Oregon 
Power Co., under which nonfirm power is purchased from time to time, 

In 1952 the company entered into a long term contract with the Oakdale and 
South San Joaquin Irrigation Districts for the purchase of the output (estimated 
at 81,000 kilowatts) of three proposed hydroelectric plants to be built by the 
por on the Stanislaus River. The districts plan to finance the development 
in 1954. 


Sources of gas 

During the year 1953 the company’s peak day sendout of gas was 1,129,440 
Mef,’ and the total volume distributed, including company use, was 297,424,701 
Mcf, more than 99 percent of which was natural gas. Manufactured gas is used 
only to supplement the company’s natural gas supply during periods of peak 
demand; propane-air gas is used for that purpose and to supply certain com- 
munities not connected to the company’s natural gas system. During the 12 
months ended December 31, 1953, approximately 59 percent of the company’s to- 
tal supply of natural gas was out-of-State gas purchased from El Paso Natural 
Gas Co., and approximately 41 percent was California gas purchased from 
others. The average price paid for natural gas by the company during this 
period was approximately 22 cents per Mef. 

The California gas is obtained almost entirely from gas or oil and gas fields 
located in the Sacramento and San Joaquin Valleys. The company has con- 
tracts with approximately 50 California producers for the purchase of this 
natural gas. These contracts run for various periods, in some cases from day 
to day and in others for the life of the field, and give the company certain priori- 
ties on gas produced. The company took delivery of approximately 25 percent of 
the estimated net production of California natural gas during the 12 months 
ended June 30, 1953. The California Department of Natural Resources, Division 
of Oil and Gas, estimates this total production at 552,636,117 Mef, and the total 
natural gas reserves of the State as of June 30, 1953, at 9,089,122,301 Mef, which is 
approximately 16 times the volume produced during the preceding 12 months. 

The out-of-State gas purchased by the company is obtained primarily from 
the Permian Basin area of western Texas and southeastern New Mexico and in 
San Juan Basin area of northwestern New Mexico and southwestern Colorado. 
The gas is delivered to the company at the California-Arizona boundary. The 
company’s present gas service agreement with the El Paso Co., dated October 
1, 1953, obligates El Paso to deliver a maximum daily volume of 606,925 Mef until 
November 1, 1954, and 708,079 Mecf thereafter. The company’s obligation is to 
purchase 91 percent of the maximum daily volume on an annual basis. De- 
liveries from El Paso during the year 1953 averaged approximately 480,000 
Mef per day. 

Facilities to increase the capacity of the company’s Tepock-Milpitas line are 
under construction pursuant to authorization granted by the Federal Power Com- 
mission in June 1953 and by the California Public Utilities Commission in Sep- 
tember 1953. El Paso’s obligation to deliver the maximum daily volume will 
continue on a firm basis for approximately 15 years. El Paso is obligated there- 
after to deliver to the company gas from certain dedicated sources and, if this 
is insufficient to maintain deliveries at the maximum daily volume, to deliver such 
additional gas as it is able to acquire through its best efforts. Exhibits filed 
by El Paso with the Federal Power Commission show that El Paso will be able 
to deliver the total volume of 708,079 Mcf for at least 15 years. The extent to 
which El Paso may be able to deliver this volume beyond the present contractual 
term or to deliver a higher daily volume to satisfy the company’s anticipated in- 
creased need for gas in the future and to sustain any such higher daily deliveries 
beyond the present contractual term will depend upon the acquisition of addi- 
tional gas supplies by El Paso, competing demands for gas on El Paso’s system, 
the course of governmental regulation of interstate deliveries of gas, and other 
factors not now determinable. 

The Southern California Gas Co. and the Southern Counties Gas Co. of Cali- 
fornia are entitled by contract to receive in the aggregate approximately the 


2 Mcf means 1,000 cubic feet on a pressure base of 14.73 pounds. 
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same volume of out-of-State gas from El Paso as the company is entitled to 
receive under its service agreement. The service agreements of the three pur- 
chasing companies provide for the pooling of so-called dedicated gas in the event 
of a shortage of gas on the part of El Paso and a resulting proration of gas 
between the company and the southern California companies. 


PROPERTY 


The general location of the company’s principal properties is indicated on the 
map included in the annual report. Substantially all of the properties of the 
company are subject to the lien of its first and refunding mortgage. The com- 
pany maintains its properties in good operating condition, and insures them 
against fire and certain other risks in such amounts as it deems adequate. 

The company’s main electric and gas transmission lines are almost all located 
on rights-of-way owned in fee by the company, on perpetual easements across 
privately owned lands, or on United States lands pursuant to licenses or permits. 
The other transmission lines and the distribution lines are for the most part 
located on perpetual easements across privately owned lands or on public roads 
or streets pursuant to franchises. Franchises in territory from which the com- 
pany derives more than 75 percent of its gross revenues extend beyond 1990. 

In addition to the properties described below the company owns and operates 
2 steam-heating systems and i0 water-distribution systems. The company owns 
7 multistory office buildings, other smaller office buildings, warehouses, garages, 
repair shops, and other properties in various locations throughout the terri- 
tory served. 

ELECTRIC PROPERTIES 
Generating plants 


The company owns and operates 17 steam electric and 57 hydroelectric gen- 
erating plans, as shown in the included table which lists separately each plant 
of 20,000 or more kilowatts of capacity. 

Seventy-two percent of the capacity of the company’s steam-electric generating 
units has been installed since 1947. Most of the steam-electric capacity is in 
high efficiency units which are operated regularly to supply varying proportions 
of the system load and to furnish standby capacity. Most of the older units are 
shut down and retained in reserve. 

About 65 percent of the capacity of the company’s hydroelectric plants has been 
installed since 1923, and 40 percent since 1940. Twenty-eight hydroelectric plants 
are covered by major licenses issued by the Federal Power Commission under the 
Federal Power Act. Each of the major licenses provides that the United States 
has the right, upon the expiration of such license, to take over and operate any 
project covered in whole or in part by such license, upon the condition that before 
taking possession it shall pay the net investment (as determined in accordance 
with the act) of the company in the project taken, not to exceed the fair value 
of the property taken, plus such reasonable damage, if any, to property of the 
licensee not taken as may be caused by the severance therefrom of the property 
taken. If, upon the expiration of such licenses, the United States does not exer- 
cise its right to take over said projects, the Commission is authorized to issue 
new licenses upon such terms and conditions as may be authorized or required 
under then existing laws and regulations. 
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Electric general plants 


Gross normal 


: | »perating 
Name of plant ’ Location 





ne ahive Remarks 
capacity 
kilowatts ! 
Steam electric plants: | 
Moss Landing ‘ ‘ i devel 575,000 | Moss Landing 
Contra Costa 575,000 | Antioch 
Station P ¢ oan 4 262, 000 | San Francisco 
Kern : ae 195,000 | Bakersfield 
Station A : ‘ 5 135,000 | San Francisco 
Station C Sidhe 116,000 | Oakland 
Oleum aba sand i 100.000 | Oleum 
Martinez | 45,000 | Martinez 
BVO cctccdwcce tavdudbde | 42,000 | Avon Lease on site expires 
| i 1974. 
Midway-._. a na ad 25,000 | Buttonwillow 
North Beach z 24,000 | San Francisco 
Bakersfield 22, 000 Bakersfield 
5 plants each less than 20,000 kilowatts 61, 800 
capacity. 
Total, 17 steam electric plants | 2, 177, 800 
Hydroelectric plants: | License expires.? 
Pit No. 1 ; edabes 57,000 | Pit River @G 
Pit No.3 ail baat on | 70, 000 do t 1973. 
Pit No. 6. ........ age - } 152, 000 ..do = 1973. 
Caribou - ‘ on | 73,000 | North Fork, Feather | 1968. 
River. 
Rock Creek ‘ — 110, 000 do : 1982. 
Bucks Creek 55, 000 do 1968 
Cresta 3 | 70, 000 do 1982. 
Big Bend_...... = 70, 000 do %), 
Colgate......... wen : waren 25,000 | North Fork, Yuba/ (@). 
River 
EE ‘ ell 52,000 | Bear River and South | 1980.4 
Fork, Yuba River. 
Dutch Flat.......-. : $ wit 22, 000 do i 
El Dorado. .. ; 21,000 | South Fork, American | 1972. 
River 
Salt Springs__..... [ ae | 41.000 | Mokelumne River... 1975. 
Tiger Creek . 58, 000 do 1975, 
Electra et A 92, 000 do 1975. 
Stanislaus _......... 40,000 | Stanislaus River 1986 
Melones.. 26, 000 do 
Wishon._.. = - 20,000 | Willow Creek 
Kerckhoff ; ; 38,000 | San Joaquin River 
Balch 34,500 | Kings River 
37 plants each less than 20,000 kilo- | 222, 800 
watts capacity. | 
Total, 57 hydroelectric plants... . 1, 349, 300 
Total, hydroelectric and steam- 3, 527, 100 


electric plants. | 
' 


1 The term “gross normal operating capacity” as used herein means power generating capability rated 
on the basis of operating experience under favorable conditions 

? Unless otherwise indicated, hydroelectric plants are subject to Federal Power Commission major license 

§ Not subject tc Federal Power Commission license. 

* Minor part license. 

§ Minor part license; term conditional upon continuance of an agreement with two irrigation districts. 

* Of these plants, 14 with a capacity of 87,000 kilowatts are subject to major licenses, 17 plants with a 
capacity of 110,100 kilowatts are subject to minor part licenses, and 6 plants with a capacity of 25,700 kilo- 
watts are not subject to Federal Power Commission licenses. 


Nineteen hydroelectric plants are under minor part licenses issued by the 
Federal Power Commission, each of which contains a waiver by the United States 
of the right to take over the project at the expiration thereof and also a waiver 
of certain of the other provisions of the Federal Power Act. These licenses cover 
certain cases where the powerhouses and parts of appurtenant works are located 
upon lands or under easements therefor owned by the company, but other parts 
of appurtenant works are located upon lands owned by the United States. 

In connection with its hydroelectric plants, the company owns and operates 
57 storage reservoirs having a total present effective capacity of approximately 
1,460,000 acre-feet and, in addition, a number of regulating reservoirs. Some 
of these storage and regulating reservoirs are under Federal Power Commission 
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licensees covering one or more plants to which they are appurtenant. The Lake 
Almanor storage reservoir on North Fork Feather River and the Lake Fordyce 
storage reservoir on South Fork Yuba River are covered by separate minor part 
licenses which expire in 1968 and 1974, respectively. 


Electric transmission and distribution systems 

The company owns and operates an extensive interconnected electric transmis- 
sion system consisting of high voltage substations and approximately 11,700 
circuit miles of transmission lines constructed for voltages of 60 kilovolts or 
higher. About half of these circuit miles are on steel towers. The average age 
of the investment in electric transmission facilities is approximately 11 years. 

The company owns and operates electric distribution systems extending into 
46 counties in the northern and central parts of California. The distribution 
ssystems as of December 31, 1953, consisted of approximately 53,000 miles of 
distribution lines supplied from approximately 700 substations. The average 
age of the investment in electric distribution facilities is approximately 10 years. 


GAS PROPERTIES 


The company operates an extensive gas-transmission system and a number of 
gas-distribution systems, located in 32 counties in central and northern Cali- 
fornia. The transmission lines form an integrated system for the transportation 
of natural gas from the gas fields and other sources of supply to the company’s 
principal distribution systems. The largest unit of the transmission system 
is the pipeline, 34 inches in diameter, which extends the 502 miles from Topock 
to Milpitas, Calif., together with its 3 compressor stations, 1 of which is located 
at Kettleman Hills on land under lease until 1947. This line transmits all of 
the gas delivered to the company by EB) Paso Natural Gas Co. (see “Sources of 
Gas”). Certain of the other transmission lines (aggregating about 230 miles) 
are owned by Standard Pacific Gas Line, Inc., six-sevenths of the outstanding 
stock of which is owned by the company and its subsidiary, Coast Counties Gas & 
Electric Co.; one-half of the carrying capacity of such lines is reserved for the 
company’s use. Transmission lines extending from Trico gas field are jointly 
owned by the company and Southern California Gas Co. All other lines are 
owned by the company. The company owns and operates gas-distribution sys- 
tems serving about 16,900 customers in 7 communities which are not connected 
with the main gas-transmission system. Of these customers about 13,700, in 3 
communities are served with natural gas obtained from a nearby gas fleld and 
the others are served with propane-air gas. 

As of December 31, 1953, there were approximately 2,200 miles of gas-transmis- 
sion lines and approximately 12,850 miles of gas-distribution lines solely owned 
by the company. The average age of the investment in gas-transmission lines 
and other transmission facilities is approximately 6 years. The average age 
of the investment in distribution lines and other distribution facilities is approxi- 
mately 14 years. 

The company owns and operates 12 standby gas-generating plants connected to 
the gas-transmission systems to serve during emergencies and to assist in meeting 
demands on peak days. They have an aggregate daily capacity of approximately 
159,000 thousand cubic feet, of which 149,220 thousand cubic feet is in oil-gas 
plants and the rest in liquid petroleum gas-air plants. The oil-gas plants were 
reconstructed during the period 1925 to 1980. Most of the gas-air facilities have 
been constructed since 1948. 


CONSTRUCTION PROGRAM 


In order to meet the increased demands on the company’s system and build 
ahead of anticipated growth, the company is continuing its long-range program 
to extend and enlarge its facilities for serving the public. The expenditures 
for construction amounted to $192,480,000 in 1949, $168,634,000 in 1950, $151,764,- 
000 in 1951, $162,010,000 in 1952, and $196,780,000 in 1953. The company estimates 
that expenditures for construction during the period from January 1, 1954, 
throngh the end of 1955 will aggregate approximately $340 million, although 
actual expenditures may be substantially less or greater than this amount. This 
estimate includes allowance for certain expenditures prior to the end of 1955 on 
facilities to be completed thereafter which have not as yet been definitely selected. 

The company’s current construction program is as follows: 
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Estimated Estimated 
Estimated | grossnormal} total cost 
completion operating | (including 
date capacity, | expenditures 
| kilowatts to date) 
$$$ — | 
8s ric-generating plants: . 
ag e bee . oe eee Dak i ieee 1054 600, 000 75, 000, 000 
Morro Bay: 
Ein piuencnweamnntnenies ; Sele 1985 150,000 1) 44 300 000 
Second unit... ; inl 1956 150, 000 |) . 
Humbolit Bay : ; | 195¢ 50, 000 9, 600, 00 
Hydroelectric plants under construction: Pit No, 4. .........-} 1955 84, 000 | 25, 200, 000 
Other facilities (1954 and 1955 | te 
Electric transmission lines and substation facilities....... | ..............|.....-------.. ; 50, 000, 000 
Electric distribution substations, lines, and related facili- | 
ties on e . oo . o++----} 00, 000, 000 
Gas transmission and distribution facilities ional 65, 000, 000 


Miscellaneous facilities 15, 000, 000 


Applications have been filed with the Federal Power Commission for licenses 
for the hydroelectric plants listed below. The Commission issued a license for 
the Poe project on October 26, 1953, and it is anticipated that construction on 
this project will commence before the end of this year. The Commission has 
also authorized licenses for the Kings River project by orders which require 
the company to reach an agreement with the United States Government on 
payment for storage space in Pine Flat Reservoir to permit reregulation for 
irrigation purposes of waters released from proposed power reservoirs and an 
agreement with the local irrigation interests providing for the use by the 
company of the waters of the Kings River for power purposes. Negotiations 
for such agreements are now under way and it is hoped that they will be 
consummated in time to permit the company to commence preliminary construc- 
tion on the project this year. 


Estimated 
gross norma] 


operating 


Estimated 





capacity cost 
killowatts 
Pit No. 6 . ae ara : : M 60, 000 | $19, 700, 000 
Pit No. 7 edna ; ye bud . 54,000 | 16, 000, 000 


Feather River: 


Butt Valley and Caribou No. 2 145, 000 35, 600, 000 
Poe eatin ta at a a aac rite 106, 000 40, 500, 000 
Bekien . . . : 113,000 | 37, 600, 000 
Kings River (3 plants and enlargement of existing plant)... 1 274, 000 75, 000, 000 
MeCloud River (2 plants)....... ‘ J 232, 000 89, 000, 000 





1 Including capacity of existing Balch plant. 
EMPLOYEE RELATIONS 


The company has approximately 18,500 employees. All of its physical workers 
and most of its clerical employees are represented by the International Brother- 
hood of Electrical Workers (IBEW), affiliated with the American Federation of 
Labor. Contracts covering the working conditions of all union-represented em- 
ployees are in effect. 

On September 1, 1953, the wages of all employees were increased 3.5 percent 
and on January 1, 1954, a revision of the company’s insured retirement plan 
became effective. It is estimated that if these adjustments had been in full 
effect for the 12 months ended December 31, 1953, the company’s payroll and 
pensien costs would have been approximately $4 million greater for that period, 
of which approximately 40 percent would have been chargeable to construction 
and capitalized. 

Under a contract made in 1987 and amended January 1, 1954, between the 
company and the Metropolitan Life Insurance Co. and the Prudential Insurance 
Co. of America, employees of the company may receive retirement annuities 
supplementing the pension available to such employees under the Federal social- 
security law. All employees of the company and its subsidiaries are eligible 
to participate in the plan after 1 year of employment with the company. Under 
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this plan both the company and the participating members make contributions 
for the purchase of such annuities. The amount of the annuity is dependent 
upon the amount of the employees’ contributions. The payments (including 
amounts charged to construction) made by the company to the insurance com- 
panies for the year ended December 31, 1953, amounted to $3,982,836. As of 
December 1, 1953, 14,901 employees were participating in the plan. 

To provide for the payment of pensions for employees for services prior to 
1937 the company in 1945 established a trust fund under an irrevocable trust 
agreement with Crocker First National Bank of San Francisco, as trustee. The 
trustee holds all of the presently outstanding series O 3-percent bonds of the 
company. 

REGULATION 


Public Utilities Commission of the State of California 


The company is subject to regulation by the Publie Utilities Commission of 
the State of California, which has the power, among other things, to establish 
rates and conditions of service, to regulate security issues, and to prescribe 
uniform systems of accounts to be kept by public utilities. 


Federal Power Commission 


The company is subject to regulation by the Federal Power Commission under 
the Federal Power Act and the Natural Gas Act. 

The company holds a number of licenses for hydroelectric plants and facilities 
issued under part 1 of the Federal Power Act (see Electric Properties). By 
reason of sales of electric energy at wholesale in interstate commerce to the 
California Oregon Power Co. and to Sierra Pacific Power Co., the company 
is subject to regulation as a public utility under part II of the Federal Power 
Act and the Commission has authority to regulate its rates for such sales. Under 
that act the Commission may also regulate dispositions of property and tem- 
porary interconnection of facilities during war emergency, and prescribe uniform 
systems of accounts, rates of depreciation and other matters. 

The Natural Gas Act confers authority on the Commission to certificate facil- 
ities for the transmission of natural gas in interstate commerce, to prescribe 
a uniform system of accounts, and to regulate the rates charged upon sales of 
gas in interstate commerce for resale for ultimate public consumption. The sale 
by El Paso Natural Gas Co. to the company and the sales by the company to 
the city of Palo Alto and to corporations serving Barstow, Victorville, and 
Needles are regulated by the Commission. The Commission asserts the author- 
ity to allocate, after formal hearings, natural gas transmitted by interstate gas 
pipeline companies (such as El Paso Natural Gas Co.) to various consumers or 
distributors of such gas, without regard to the gas sales contracts of such 
pipeline companies. 

In the opinion of counsel for the company, no approval of the Commission is 
required under either the Federal Power Act or the Natural Gas Act with respect 
to the issuance and sale of any of the company’s securities or the mortgaging of 
its properties. 


UTILITY OPERATIONS OF PUBLIC AGENCIES 


For many years the constitution and statutes of the State of California have 
authorized municipal corporations and various districts and other public agencies 
to engage in certain public-utility activities, and to acquire the necessary works 
therefor by purchase, condemnation, or original construction. Such activities 
may be competitive with privately owned public utilities. 


San Francisco-Hetch Hetchy Power 


The City and County of San Francisco generates electric energy in two hydro- 
electric plants in connection with its Hetch Hetchy project. The generation and 
use of this energy is governed by an act of Congress known as the Raker Act 
(38 Stat. (1913) 242), which prohibits the city from selling or letting to any cor- 
poration or individual, except a municipality or a municipal water or irrigation 
district, the right to sell or sublet the water or the electric energy sold or given 
to it by the city. The city uses some of its power for its own municipal purposes 
and sells substantially all of the balance. The company receives power from 
the city at Newark substation and transmits and delivers power to various loca- 
tions in San Francisco and vicinity for the city’s use. The company has agreed 
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to sell to the city any supplementary power that the city may require for its own 
ise or for sale to its customers and to buy from the city any surplus energy gen- 
erated at the city’s plants which otherwise would be wasted. The agreements 
between the company and the city extend to April 30, 1962. 

Central Valley project 

The Central Valley project is an extensive system of works being constructed 
by the United States Bureau of Reclamation for the purposes of reclamation, 
flood control and navigation, and for the generation and sale of electric energy as 
a means of financially aiding and assisting such undertakings. The completed 
hydroelectric generating facilities at Shasta and Keswick dams, on the upper 
Sacramento River, have an aggregate rated capacity of 450,000 kilowatts. Addi- 
tional hydroelectric generating facilities are now under construction at Folsom 
and Nimbus Dams, on the American River, with aggregate rated capacity of 
175,500 kilowatts. 

Project transmission lines completed by the Bureau consist of three 230-kilo- 
volt circuits from Shasta powerplant to Tracy, where the principal project 
pumps are located, and a 69-kilovolt line from Tracy to serve project pumps 
along the Contra Costa Canal. Now under construction is a single circuit 230- 
kilovolt transmission line from Folsom powerplant to connect with the east side 
Shasta-Tracy line. 

The company has furnished exchange service to the Bureau for its own use 
since 1945. Effective August 27, 1951, the company and the Bureau entered into 
a 10-year transmission and exchange service (i. e., power wheeling service) con- 
tract, under which the company accepts delivery of project power and delivers, 
at the request of the Bureau, for its account, an equivalent amount of power 
(adjusted for transmission losses) to Federal establishments, including the 
Bureau, and to certain customers entitled to preference under the Reclamation 
Law. At the end of 1953, the company was providing service to 16 Federal estab- 
lishments and to 4 preferred customers under this contract. The maximum 
simultaneous firm demand of such customers in 1953 was 36,920 kilowatts. Most 
of these customers of the Bureau had been customers of the company. 

Since January 1, 1954, Ames Aeronautical Laboratory has purchased its power 
from the Bureau, deliveries being made by the company under the power wheeling 
service contract. Prior to that time it purchased all its power from the com- 
pany with a maximum demand of 67,200 kilowatts in 1953. The Sacramento 
Municipal Utility District expects to purchase all of its power requirements from 
the Bureau commencing July 1, 1954, under a contract made with the Bureau in 
1952. Power deliveries will be made by the company under the power wheeling 
service contract. The district is presently receiving its power from the com- 
pany under a contract which extends to June 30, 1954. The district's maximum 
demand in 1953 was 145,200 kilowatts. 

From 1944 to 1951, inclusive, the company purchased substantially the entire 
output of the Shasta and Keswick powerplants. Effective December 17, 1951, the 
company and the Bureau entered into a 10-year contract under which the company 
purchases project power which the Bureau does not need for (1) project uses, 
(2) requirements under the power wheeling service contract, or (3) loads which 
may otherwise be served by the Bureau. The contract also provides for inter- 
change of power so as best to meet the combined load requirements of the par- 
ties, and for sale by the company of power to supply certain deficiencies which 
may occur in the output of project plants to the extent required by certain Fed- 
eral agencies and preferred customers. 

Proposed State of California Feather River project 

In June 195i the California Legislature authorized the State water project 
authority to construct and operate a project consisting of the following principal 
works (subject to modification by the authority) : a dam and 3,500,000 acre-foot 
reservoir on the Feather River near Oroville; a 440,000-kilowatt powerplant; 
an afterbay dam and 25,000-kilowatt powerplant; facilities for power trans- 
mission to a switchyard near project pumps, at Bethany, Contra Costa County; 
and systems of canals and pumps to transport water to Alameda and Santa 
Clara Counties, to the southern San Joaquin Valley, and to southern California, 
including San Diego County. The authority has applied to the Federal Power 
Commission for a license authorizing the hydroelectric features of the project. 

Total cost of the project was estimated in the State’s 1951 feasibility report 
at $1,270 million. The State engineer estimates that approximately 8.7 billion 
kilowatt-hours of energy will be required annually for project pumping. The out- 
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put of the Featiter River powerplants is estimated at 1.7 billion kilowatt-hours 
per year. 

The only financing authorized for the project is by means of revenue bonds. 
The State is now making engineering studies for the project, 


Law OFrrices, BALLARD, SPAHR, ANDREWs & INGERSOLL, 
Philadelphia, Pa., April 27, 1954. 
Hon. Evoeene D, MIrxIKIn, 
Chairman, and Members of the Finance Committee, 
United States Senate, Washington, D. C. 


GENTLEMEN: The time has been too short to permit an exhaustive study of 
H. R. 8300. Accordingly the primary purpose of this letter is merely to record 
certain basic objections to the bill in its present form, with appropriate recom- 
mendations for improvement. Also, reference will be made to a few instances 
of deficiencies in the bill which, being of relatively limited applicability, may 
not yet have been brought to the attention of your committee. 


EFFECTIVE DATE 


As written, H. R. 8300 would be generally effective on January 1, 1954, subject 
to a number of exceptions. In view of the complexity of the bill and the great 
number of substantive changes which it would effect, it is believed that the bill 
should not become generally effective until January 1, 1955 (i. e., with respect to 
taxable years beginning after December 31, 1954). This would not only permit 
tax practitioners and others to familiarize themselves with the bill before having 
to make decisions affected by the bill, but would also provide a period of time 
during which any seriously objectionable features which may have been over- 
looked might be brought to the attention of Congress and rectified. 

Certain portions of the bill, subchapters C, J, and K of subtitle A, dealing with 
the application of the income tax to corporate distributions and adjustments, es- 
tates and trusts and partnerships respectively, constitute such a radical deparure 
from exising law and embody so many new concepts that it is believed that their 
effective date should be postponed at least an additional year. They should not, in 
other words, be made applicable to taxable years beginning prior to January 1, 
1956. This is particularly true of subchapter C, which has been the subject of 
widespread criticism in a number of serious and fundamental respects and will no 
doubt undergo substantial revision prior to enactment. Tax practitioners will re- 
quire an extended period of time in which to gain a working knowledge of sub- 
chapter C in the form in which it is finally enacted and to study the applicability 
of the subchapter to the particular situations within their area of responsibility. 

Another provision the operation of which might well be postponed is the acceler- 
ation of corporate tax payments provided for in sections 6016 and 6154 of the bill. 
These sections, which will in effect increase the taxload on many corporations by 
10 percent for 5 successive years, are scheduled to go into effect in 1955. It is sug- 
gested that they be not made effective until 1956 so that the affected corporations 
will have adequate time to make provision for the heavy and prolonged drain on 
their cash position which must be anticipated. 


INCOME TAX—SUBCHAPTER © 
1. Definitions 


Section 312 of the bill defines the terms “participating stock,” “nonpartici- 
pating stock” and “securities” in terms which would throw into the category 
of “nonparticipating stock” certain types of equity participations which are 
commonly regarded as common stock and certain types of corporate securities 
which are never thought of as stock at all. Under this definition a corporation 
witb voting common stock and nonvoting cumulative preferred stock outstand- 
ing, the common being given preference in some minor respect (such as a 
limited secondary preference to receive assets on liquidation) would be regarded 
as having no participating stock at all, and would consequently be penalized 
by being ineligible to participate in a corporate acquisition of property as defined 
in section 359. 

Even more inequitable than the foregoing example, a corporation with mort- 
gage bonds outstanding under the terms of which a fixed rate of interest was 
payable in all events with additional interest payable on an if-earned basis, 
might be disallowed a deduction for any interest paid on the bonds since under 
one interpretation of section 312 (c) the bonds might be said to be nonpartici- 
pating stock and the interest accordingly treated as a nondeductible dividend. 
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It is submitted that the familiar terms “common stock” and “preferred stock” 
should be substituted for “participating stock” and “nonparticipating stock’’ and 
that they should be defined (if definition is required) in accordance with common 
understanding. This would eliminate bizarre results such as the examples 
given above. 

2. Corporate mergers and acquisitions 

Subchapter C would draw a sharp line between so-called publicly held corpora- 
tions and other corporations, permitting the tax-free statutory merger or con- 
solidation of the former as liberally as under existing law but sharply restrict- 
ing the combining of corporations not publicly held. 

It is submitted that the classification of mergers for tax purposes in terms 
of the relative size of the participating corporations, as section 359 of the bill 
would do in the case of other than publicly held corporations, is totally un- 
warranted and should be abandoned. With this feature eliminated, it would 
appear that there would be no substantial reason for retaining the distinction 
between publicly held and other corporations and that statutory mergers or 
consolidations should be accorded the same treatment in all cases. This would 
have the incidental merit of eliminating a very contentious definition under 
which many large corporations whose stock is widely held and actively traded 
in would be classified as other than publicly held merely because a small number 
of stockholders (who might be unrelated to each other) held in the aggregate 
more than half of the outstanding stock. 


3. Corporate separations and partial liquidations 

Under the scheme of subchapter C in its present form a corporation could not 
effect a partial liquidation or spin-off a portion of its business to its stockholders 
with tax impunity to the latter unless certain stringent conditions were satisfied. 
For example, separate books would have to have been maintained for 5 years 
for the portion of the business liquidated or spun off. In the case of partial 
liquidation the terminated portion of the business would have to have been itself 
a business operated separately from the corporation’s other business or busi- 
nesses over a 5-year period. 

It is suggested that these tests discriminate unduly and unnecessarily against 
smaller corporations and in favor of large corporations able to afford complex 
accounting systems and having farflung, widely separated activities. Conse- 
quently it is submitted that these tests should be discarded. 

In the case of spin-offs the penalty for qualifying under the above tests is 
that the stock spun off is classified as stock of an inactive corporation, with the 
consequence that for a period of years anything realized on the stock is taxable 
to the stockholder as ordinary income. It is submitted that this penalty is far 
too harsh to fit the crime. For example, if the stock were sold within the pre- 
scribed period the proceeds would be taxable in their entirety as ordinary income 
and the selling stockholder would apparently lose his basis for the stock. This 
goes far beyond anything in existing law and would appear to raise a grave 
constitutional question. At the very least the bill should be amended to allow 
the recovery of basis tax free. 


4. Stock redemption 

Sections 302-4 of the bill would replace the much-litigated section 115 (g) of 
existing law. The effort which has been made to clarify the uncertainties of 
section 115 (g) is highly commendable, but the result is open to at least two 
serious objections. 

In the first place section 303, dealing with the redemption of stock to pay death 
taxes, clearly should but does not qualify section 304 (redemption through use 
of related corporation) as well as section 302, the section dealing with redemp- 
tion by the issuing corporation. Presumably this is merely an error in the 
drafting. 

In the second place section 302, in excluding disproportionate redemptions 
from dividend treatment, defines disproportionate redemptions in an unrealistic 
and potentially inequitable manner. Under section 302 the test of whether or 
not a stock reclamation is substantially disproportionate is cast entirely in terms 
of its effect on the stockholder’s proportionate ownership of participating stock. 
Thus the redemption of nonparticipating stock from only one stockholder (who 
continued to hold 1 percent or more of the company’s participating stock) would 
in the ordinary case be taxed as a dividend, notwithstanding it substantially 
reduced the stockholder’s relative participation in the ownership of. the com- 
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pany’s equity. A test which may thus result in taxing as a dividend what is in 
substance a partial return of the stockholder’s investment is not in harmony 
with the purpose underlying section 302 and the present section 115 (g). The 
uncertainties existing under present law would appear to be preferable to cer- 
tainty at this price. 


5. Taw on redemption of nonparticipating stock 


The bill contains a novel provision embodied in section 309, which would 
impose a tax equal to 85 percent of payments in redemption of nonparticipating 
stock within 10 years of its issuance under certain specified circumstances. It 
is to be noted that this tax would not be imposed on the person who would pre- 
sumably benefit from the redemption, namely, the stockholder whose stock was 
redeemed, but would be imposed on the redeeming corporation and would there- 
fore indirectly be borne by the remaining stockholders. It is also to be noted 
that although the tax is directed at the practice of siphoning off earnings and 
profits at capital gains rates through the so-called preferred stock bail-out, the 
tax would be payable irrespective of whether the corporation had earnings and 
profits. 

The proposed tax would appear to be extremely arbitrary and inequitable and 
it is therefore believed that it should be eliminated from the bill. At the very 
least, section 309 should be amended in the following respects: 

(a) To impose the tax only to the extent of the redeeming corporation’s 
earnings and profits. 

(b) To eliminate the provision under which nonparticipating stock issued 
prior to January 1, 1954, would be assumed for purposes of section 309 to have 
been issued on that date. 

(c) To liberalize the exemption contained in section 309 (a) (3) so that 
it would cover nonparticipating stock issued bona fide for money or property 
but where the stock was redeemed for more than 105 percent of such money 
or property. 

It is interesting to note that under the definitions discussed earlier in this 
letter a corporation would apparently have to pay the 85-percent tax on the 
redemption of its mortgage bonds if they were redeemed within 10 years of issu- 
ance and were wholly or partially on an if-earned basis. 


INCOME TAX, PARTNERSHIPS 


1. Partner’s distributive share 


“In the interest of simplification” (according to the House committee report) 
section 704 of the bill contains a provision which would in all cases tax the gain 
on a partnership’s sale of contributed property among all the partners in accord- 
ance with the division of profits under the partnership agreement. Thus where 
the taxable gain was attributable entirely to appreciation in value of the prop- 
erty occurring prior to the time when it was contributed to the partnership, the 
noncontributing partners would be taxed on a gain which they had in no real 
sense enjoyed. It is true that they would be entitled to a corresponding increase 
in their bases for their partnership interests, but the benefits from such an ad- 
justment to basis would necessarily be remote and problematical. 

It is submitted that the treatment of contributed property called for under 
section 704 should be put on an optional rather than a mandatory basis. 


2. Payments to a retiring partner 

Under section 736 payments of partnership profits to a retired partner or with 
respect to a deceased partner would be recognized as the payment of a distribu- 
tive share for a period of 5 years but would thereafter be treated as a gift by 
the partners, not deductible by them and resulting in no increase in their bases 
for their partnership interests. 

It is suggested that this provision is arbitrary in the extreme and would 
work a harsh result in those cases where partnerships are under an obliga- 
tion, incurred at arm’s length, to permit a retired partner or the representatives 
of a deceased partner to participate in the partnership profits for an extended 
period of time. It is submitted that the 5-year limitation should be dropped, 
the only requirement being that the payments be pursuant to an obligation 
incurred bona fide and at arm’s length. 








. 








INTERNAL REVENUE CODE OF 1954 1135 


INCOME TAX——DEDUCTION FOR DIVIDENDS RECEIVED 


Section 2483 would allow an 85 percent dividends-received deduction equiv- 
alent to the dividends received credit under existing law. However, it would 
depart from existing law in that it would disallow the deduction (sec. 246) 
in the case of dividends received from an insurance company taxed under 
subchapter L. 

Part I of subchapter L sets up special rules for the taxation of life-insurance 
companies. In view of the very liberal provisions in part I, it may be that 
the denial of the dividends-received deductions to corporate stockholders of 
stock companies in this category is warranted. However, part III, which deals 
with the taxation of stock companies other than life, provides for a scheme 
of taxation which differs in no material respect (including rates) from the 
taxation of ordinary business corporations. Consequently exactly the same 
considerations are present in favor of allowing a dividends-received deduction 
with respect to dividends paid by such insurance companies as are present in 
the case of dividends paid by ordinary business corporations. It is submitted, 
therefore, that the denial of the deduction in section 246 as to insurance-company 
dividends should be restricted so as not to apply to dividends of insurance 
companies taxed under part III of subchapter L. 

Sections 34 and 116 of the bill, which would allow to individuals a partial 
exclusion from taxable income and a credit against tax with respect to divi- 
dends received, would similarly be inapplicable to all insurance-company divi- 
dends under the bill as passed by the House. The amendment suggested in 
the preceding paragraph would be equally appropriate here. 


ESTATE TAX—ALTERNATE VALUATION 


Probably the most objectionable single feature of H. R. 8300 is section 2032, 
which would permit the valuation of gross estate as of 1 year after the de- 
cedent’s death only if the value of the estate had declined by one-third or 
more in the intervening period. 

This provision is arbitrary in the extreme. It is submitted that such widely 
differing tax consequences should not be made to depend on valuation factors 
entirely outside the executor’s control. Also, if the one-third limitation is 
permitted to remain in the bill, it may be anticipated that the volume of hotly 
contested valuation cases will constitute a formidable administrative burden in 
times of declining values. 

It is therefore submitted that section 2032 should be amended at least so 
as to conform to existing law, which permits the election of alternate valua- 
tion without limitation, and preferably so as to eliminate the necessity of mak- 
ing a binding election. 

Very truly yours, 
BALLARD, SPAHR, ANDREWS & INGERSOLL, 
By WILLIAM R. Sporrorp. 





ARIZONA FarM BUREAU FEDERATION, 
Phoeniz, Ariz., April 26, 1954. 
Hon. CARL HAYDEN, 
Senate Office Building, Washington, D. C. 

Dear SENATOR Haypen: There is now before the Senate Finance Committee a 
bill, H. R. 8800, which contains proposals for revisions in the internal-revenue 
laws relative to deductions for corporations for dividends received. 

Under existing law a corporation, in general, is entitled to a credit against net 
income of 85 percent of the amount received as dividends from other domestic 
corporations which are subject to Federal income tax. Section 243 (a) of H. R. 
8300 continues this treatment but as a deduction instead of a credit. However, 
section 246 (a) of the bill provides for a major change in the existing law by not 
allowing such deductions to corporate shareholders on dividends received from 
insurance companies which are subject to the tax imposed by subchapter L (sec. 
801 and following). 

The Arizona Farm Bureau is deeply concerned by this proposed revision. 

By policy resolutions Farm Bureau members in several Western States ex- 
pressed a desire for the organization of a life-insurance service within the struc- 
ture of Farm Bureau. Since the potential volume of business available among 
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Farm Bureau members in any one of the States was considered insufficient for a 
sound life-insurance operation in 1952, we organized the Western Farm Bureau 
Life Insurance Co, which operates in 6 States in the western region. It is a legal 
reserve stock company with its capital stock owned by six service companies 
affiliated with the respective State farm bureaus. Each State farm bureau 
service company has sold its capital stock to Farm Bureau members in its State. 
The State Farm Bureau service company looks to the life-insurance company for 
dividends on its stock in the life company as the source of income it needs to meet 
its own dividend obligations to the Farm Bureau members who put up the money 
which made this service possible. 

That there was a definite need for such a service to farm families is proved 
by the fact that the regional company sold over $22 million of charter business 
in less than 1 year. Arizona Farm Bureau members purchased $2,900,000 worth 
of charter life insurance in less than 9 months. 

It is quite obvious that the proposed change in the internal-revenue laws which 
would take away the present 85 percent credit on intercorporate dividends would 
constitute discriminatory treatment and would present a serious financial problem 
to our State farm bureaus. 

It does not appear to be in the public interest for Congress to take away from 
present holders of stock in insurance companies certain rights which they pos- 
sessed at the time of such stock purchase, thereby adversely affecting their net 
return on such property, when they had no knowledge that the Federal Govern- 
ernment had any intention of changing the rules in question. 

We wish to respectfully request that you contact members of the Senate Finance 
Committee and urge the deletion of sections 84 (c) (1) and 246 (a) (1) of 
H. R. 8300. 

Sincerely, 
WILLIAM C, Davis, 
Executive Secretary. 


P. 8.—I greatly appreciate the manner in which you have kept us informed of 
progress on various issues such as the Mexican labor bill and the grazing bill. 


WILKINSON, PoyDEN, Cracun & BARKER, 
Washington, D. C., April 27, 1954. 
Hon. Eucene D. MILIIKIN, 
Chairman, Committee on Finance, United States Senate, 
Washington, D. OC. 

Dear SENATOR MILLIKIN: We enclose a memorandum discussing two impor- 
tant inequities in the proposed revision of the internal-revenue law, H. R. 8300, 
as passed by the House, and a proposed amendment to the House bill to eliminate 
these situations. 

In revising present code section 107 (a) dealing with the taxability of the lump- 
sum compensation for services rendered over a period of 386 months or more, 
the House has used language which would provide that, where a person other- 
wise entitled to the relief provisions of section 107 (a) changes his method of 
doing business from an individual operator to that of a partnership, he would 
be denied the privilege of computing the tax on the lump-sum compensation as 
if he had received it ratably over the period. While the literal language of the 
House bill would require that result, we doubt whether it was intended to deny 
the relief of section 107 (a) to a taxpayer mereby by reason of his election to 
do business as a partnership. 

Also, with respect to such lump-sum compensation, the House language would 
reintroduce an inequality between taxpayers residing in community-property 
States and other taxpayers. 

We urge your committee to give this matter its usual careful consideration 
and to adopt the corrective language we suggest. 

Sincerely yours, 
WILKINSON, Boynen, Cracun & BARKER, 
By Rosert W. BARKER. 


MEMORANDUM CONCERNING INEQUITIES IN Hovse REVISION OF PRESENT SECTION 
107 (A), INTERNAL REVENUE CopE, AND PropoSep AMENDMENT TO H, R, 8300 


In revising section 107 (a) of the present Internal Revenue Code, the House 
of Representatives in sections 1301 (c) and 1304 (c) of H. R. 8800 in an effort 
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to plug certain so-called loopholes created by court decisions in the application 
of the present section, created two inequities which should be corrected before 


H. R. 8800 is enacted. 


BACKGROUND AND PURPOSE OF THE PROVISION 


As is well known, section 107 (a) of the present code was enacted to alleviate 
the hardship created where a person works on an employment for several years 
but receives most of the compensation (80 percent under present and proposed 
law) in 1 year. It recognizes that two inequities would arise if all of the 
compensation were taxed in 1 year, instead of ratably over the period of services, 
viz, (1) only deductions, expenses, and credits of the final year would be charge- 
able against the compensation for the full period, and (2) under the graduated 
surtax the taxpayer is subjected to a considerably greater burden because of the 
aggregation of his compensation. (See S. Rept. 648, 76th Cong. p. 7). 

The present section 107 (a) is designed to alleviate that condition by provid- 
ing that where 80 percent or more of the compensation for services of 36 months 
or more is received in 1 taxable year, the tax attributable to any part thereof 
shall not be greater than the aggregate of taxes attributable to such parts had 
it been included in the gross income of the individual ratably over that part of 
the period which precedes the date of the receipt of the compensation. 

The House recognizing the desirability of this provision has continued it in 
substance in H. R. 8300 as section 1301. However, in attempting to override 
certain court decisions as to the application of the present section 107, the 
House has created two significant inequities. 

1. Partnership versus nonpartnership.—Frequently, an individual engaged in 
personal services finds it desirable or necessary to change his method of doing 
business from that of an indvidual operator to that of a partnership. Under 
present law, where an individual works on an employment over a period of time 
and then joins a partnership and continues to work on the employment or to 
share in the compensation of the employment by reason of his membership in 
the partnership, he is entitled to compute his income as if the compensation had 
been received ratably over the period from the beginning of the employment to 
the date of payment.’ His change in method of doing business from that of an 
individual operator to a partnership does not affect his tax liability, nor should it. 
However, under the language of section 1301 (c) of H. R. 8300, a rule with respect 
to partnership is established which would penalize the individual who changes 
his method of doing business from an individual operation to a partnership, as 
opposed, for instance, to one whose circumstances as to services and receipt of 
compensation were the same, but who left the partnership just before his re- 
ceipt of the fee. It is submitted that this was not the intent of the House com- 
mittee or the House in adopting this language but that the language would 
literally have that effect. 

Section 1301 (c) of H. R. 8300 is designed to plug a loophole under present law. 
Now, where a partnership receives lump-sum compensation for services over a 
period of 36 months or more, which qualifiies for relief under section 107 (a), an 
individual partner who receives a share of that income is entitled to the benefits 
of section 107 (a) even though part of the services were rendered prior to his 
admission to the partnership. The fact that he was not a member of the part- 
nership for 36 months or more does ont deprive him of that privilege and he 
is entitled to allocate his share of that income over the entire period of services 
rendered by the partnership prior to its receipt of the compensation (G. C. M. 
26993, I. R. B. 1951-22; Elder W. Marshall, 14 T. C. 90, aff'd 185 F. 2d 674; 
Burnham Enersen, 187 F. 2d 233; Sigvald Nielson, 50,025, Prentice Hali Memo 
T. C.). Conceivably, of course, this could be carried to the extreme that a part- 
ner could allocate computation, for purposes of computation of taxes, to periods 
prior to his birth. The House attempt to correct this situation is justified, but 
the language of section 1301 (c) does more than that. 

The objective of the House could be accomplished by limting the benefits of 
section 1301 to an individual who has been engaged in the employment for a 
period of 36 months or more or who has actually been a member of the partner- 
ship during a period of at least 36 months during which the services were being 
performed. It is suggested that H. R. 8300 be amended as follows: 





t Assuming 80 percent of the compensation were received in 1 year and the period of 
services was 36 months or more. 
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“Amend Subchapter Q, Part I, Section 1301, page 265 by deleting subsection 
(c) and inserting in lieu thereof the following: 

“*(c) Routes WitH Respect To PartNers.—An individual who is a member of 
a partnership receiving or accruing compensation from an employment of the 
type described in Subsection (a) shall be entitled to the benefits of that sub- 
section only if the individual has engaged in the employment, or has been a 
member of the partnership during a time or times that the partnership was 
engaged in the employment, for a total period of 36 months or more. In such 
case, the computation of the tax of the individual shall not include in the period 
preceding the date of receipt or accrual any period in which (1) he was not 
a member of the partnership during the time or times it was engaged in the 
employment, or (2) he was not otherwise engaged in the employment’.” 

2. Reversal of split-income policy of equalization with community-property 
States.—It is well settled that under section 107 (a) (of the present code) that 
tax computations, although computed, as if parts of the long-term compensa- 
tion had been received in earlier years, are computations of the tax for the year 
in which the long-term compensation is received (George K. Ford 18 T. C. 387, 
891; Hofferbert v. Marshall, 200 F. 2d 648 (C. A. 4th, 1953)). Section 1304 (c) 
dealing with the computation of tax attributable to income allocated to the prior 
period is therefore objectionable because it would deny to taxpayers the privilege 
of income-splitting with respect to income subsequent to March 1, 1954, to the 
extent that income is taxed as if received prior to 1948—even though income- 
splitting is continued as to other income received subsequent to March 1, 1954, 
by individual taxpayers. Section 1304 (c) is even more objectionable, however, 
because despite the considered decision of Congress in 1948 to place taxpayers 
residing in community-property States and those residing in non-community- 
property States on an equal footing for tax purposes, section 1304 (c) would 
enable taxpayers of community-property States to take advantage of income 
splitting with their spouses with respect to compensation allocable to period 
prior to 1948 for tax computation under section 1301 (a), but would deny 
taxpayers in non-community-property States the same privilege. 

Under community-property law long-term compensation for personal services 
of one spouse is community property, one-half of which is the income of the 
other spouse for tax purposes. Under section 1301 and section 1304 (c) it would 
so be taxed ns though one-half had been received by each in the earlier years, 
since their incume is split by State—not Federal—law. 

Viewed from the point of view of amount of revenue involved and from 
the point of view of equality between taxpayers, the results of the case of 
Hofferbert v. Marshall, supra, are more desirable than section 1304 (c) of H. R. 
8300. In that case, the court held that income received after 1948 when income 
splitting provisions were in effect could be split between husband and wife for 
income-tax purposes, even as to calculations of the amount of tax allocable to 
the years prior to 1948. The inequality which would be produced under section 
1304 (c) of H. R. 8300 revives the former and repudiated policy of discrimina- 
tion in favor of the community-property-State taxpayer. 

It is, therefore, suggested that section 1304, p. 267 be amended as follows: 

“Delete subsection 1304 (c) and insert in lieu thereof the following: 

“ “COMPUTATION OF TAX ATTRIBUTABLE TO INCOME ALLOCATED TO PRIOR PERTOD.— 
In the event an individual entitled to the benefits of this part shall file a joint 
return under the provisions of Section 2, then for the purpose of computing the 
tax attributable to the amount of an item of gross income allocable under this 
part to a particular taxable year, the total tax for that year shall be computed, 
if the taxpayer was permitted to file a joint return in that year, on the joint 
income of both spouses in accordance with the provisions of Section 2, and the 
remaining tax attributable to that year shall be determined by deducting there- 
from the tax paid by both spouses in that year.’” 





COMMITTEE FOR EcONOMIC DEVELOPMENT, 
New York, N. Y., April 22, 1954. 
Hon. Eveene D. MILLIKIN, 
Senator from Colorado, Senate Office Building, 
Washington, D. C. 
Dear SENATOR MILLIKIN: In response to an invitation from Senator Ralph 
BH. Flanders, I submit herewith, on behalf of the research and policy committee 
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of the Committee for Economic Development, a statement of our views on H. R. 
8300. 
Sincerely yours, 
J. CAMERON THOMSON, 
Chairman, Fiscal and Monetary Poiicy Subcommittee. 


Time ror Tax REFORM 


Statement by J. Cameron Thomson, president, Northwest Bancorporation, and 
chairman of fiscal, monetary, and debt-management subcommittee, Committee 
for Economic Development 


The proposals contained in the pending tax bill, H. R. 8300, are among the 
most important ever considered by the Congress. I am pleased to present this 
statement concerning these proposals on behalf of the Research and Policy 
Committee of the Committee for Economic Development." 

The essential feature of the current proposals is the deliberate attempt to 
promote economic growth in a world where government expenditures and taxes 
are inevitably high. This attempt is important because it recognizes that 
economic growth and efficiency are primary objectives today and that tax 
reform is one of the main ways to promote those objectives. The new provi- 
sions for depreciation, for the taxation of dividends, for the treatment of foreign 
income, and for the retention of corporate earnings all reflect this point of 
view. 

These proposals are not designed to provide tax privileges for any group. They 
are not designed to meet the temporary requirements of the current economic 
readjustment or any other transitory situation. They are designed to make 
our tax system more equitable and more consistent with the long-range interests 
of our economy and our Nation. 

The pending tax proposals are the result of intensive study in one of the most 
complex areas of public policy. The congressional committees, their staffs, and 
the Treasury are to be commended on the quality and quantity of work that 
underlies the bill. They would undoubtedly agree that the present draft is not 
perfect. While every effort should be made to improve it, we shall be deluding 
ourselves if we plan to wait unti) it is perfect. There are no perfect tax bills. 
With necessary corrections which can be made in certain sections, or with substi- 
tution of present law provisions where time does not permit of appropriate 
adjustments, the tax proposals contained in H. R. 8300 should be approved, and 
they should be approved this year 

A brief look at the background of the past 25 years will show that we have now 
reached a turning point in tax policy. Our present tax system is a residue of 
the thirties and forties—decades dominated by depression and by total war. 
We now face the problem of adapting our tax system to the requirements of the 
1950's and 1960's. 

In the thirties tax receipts fell off as the depression ate into the national 
income. Government expenditures for public works and relief increased. At 
the same time, an attempt was made to reduce the resulting deficits by raising 
taxes. The tax increases hardly made a dent in the deficit, but they left a mark 
upon our tax system that still persists. 

The tax increases of the thirties bore most heavily upon higher-income tax- 
payers. Moreover, the tax structure was revised in many ways that must be 
considered anti-business and anti-investment. The freedom of businesses to 
decide how fast they would charge off their capital assets was restricted, and 
the rate of chargeoff reduced. In 1936, dividends were made fully taxable under 
both the individual income and corporate profits tax. Up to that date dividends 
were exempt from part of the individual income tax because they had already 
been taxed at the corporate level. Limits on the offsetting of foreign income 
taxes against the United States corporation tax were made more stringent. 
Tax penalties were imposed upon the retention of earnings by corporations. 





1The Committee for Economic Development is a private, nonpolitical organization of 
businessmen formed to study and report on the problems of achieving and maintaining a 
high level of employment and production within a free economy. Its research and policy 
committee isenes from time to time statements on national policev containing recommenda- 
tions for action which. in the committee’s fudgment, will contribute to maintaining pro- 
ductive employment and a rising standard of living. A list of members of the CED research 
and policy committee is attached. 
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These tax developments of the thirties were rationalized by their supporters 
in terms of the prevailing depression philosophy. With so much productive 
capacity idle, the problem of getting it used at all seemed, erroneously, to over- 
shadow the problem of getting capacity increased and used efficiently. Emphasis 
was placed on an increase of consumers’ expenditures and Government expendi- 
tures which, it was felt, would automatically bring about as much private invest- 
ment as might be expected anyway. Saving was viewed as a drag upon the 
economy. 

When World War II came we piled on top of this tax structure a set of rates 
dwarfing anything previously known in the United States. There was little con- 
cern with the danger that taxes would depress private investment. Restraint 
of private spending and investment was needed anyway, to make labor and ma- 
terials available for war production. If expansion of particular munitions 
capacity was required the Government could take care of it, directly or indirectly. 

As the end of World War II drew near, a wave of interest in tax reform arose. 
The wartime-tax system obviously could not and would not last. At least, this 
seemed obvious in 1944. People began, for the first time in many years, to look 
at our tax system from the standpoint of its broad effects on the economy in order 
to see what pattern postwar tax reduction should take. And when we did this 
we saw that we did not want to return to a tax system based on a depression 
philosophy. This philosophy had failed in the thirties, and a more detached 
view had revealed how weak were its intellectual foundations. 

Programs of tax reform developed in 1944 and 1945 reflected the view that 
abundant opportunities existed for private investment to contribute to high em- 
ployment and economic growth. To make the most of these opportunities, dis- 
criminatory tax burdens on enterprise would have to be reduced. More flexibility 
would have to be allowed to business in deciding how rapidly to charge off its 
capital investment, or how much of its earnings to plow back, or how it should 
be organized. Corporate profits would have to be treated as nearly as possible 
like other incomes, not taxed twice while most other income is taxed once and 
some is not taxed at all. 

The hope that such reform would be achieved as part of a grand postwar tax 
reduction and tax revision was disappointed. The postwar reduction of expendi- 
tures, and therefore the reduction of taxes, turned out to be much less than had 
been expected. Some of the tax cuts made in 1946 and 1948 had to be restored 
to finance the post-Korean defense buildup. Moreover, when tax reductions were 
made, priority was given to popular reductions of rates and increases of exemp- 
tions rather than to reform directed at fostering the long-run growth of the 
economy. 

This is not to say that no progress has been made since the end of World War 
II. For example, the excess-profits tax is out, we hope permanently. The in- 
come-tax treatment of married couples in all States has been made uniform, by 
the income-splitting provision. Businesses have been allowed to carry operating 
losses forward for a period of 5 years. 

But by and large our tax system is nearly as bad and nearly as burdensome 
as it was 10 years ago. The standard rate of corporate-profits tax is now 
52 percent, as compared with 40 percent during the war. For corporations taken 
as a whole, the present overall burden of taxation is nearly as heavy as it was 
during the war when the excess-profits tax was on. Some excises are down, 
as a result of the recent legislation, but others are still higher than during the 
war. Moreover, the rigid depreciation, the double taxation of dividends, and 
other repressive features of our tax system still exist. 

In the pending tax proposals we have the first serious and hopeful effort 
to reform the Federal tax system. What can be done now is limited, of course, 
because we cannot afford any substantial reduction in Federal revenues. In fact, 
the reforms now proposed are made possible only by keeping the corporate-tax 
rate at 52 percent, despite the provision in earlier law that the rate should 
decline to 47 percent on April 1, 1954, 

Even with their necessary limitations, these are important proposals, presented 
at a crucial time. During the earlier postwar period a fairly high rate of inyest- 
ment was sustained by temporary forces strong enough to overcome the obstacle 
of the tax system. These temporary postwar forces seem to be wearing off. 
It becomes increasingly doubtful that with the present tax system we can 
keep up the high rate of investment necessary for steady economic growth and 
high employment. 

Moreover, we have learned that opportunities for tax reform come rarely. 
History shows that efforts for long-range tax reform have been frustrated by 
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the attraction of more popular, although less beneficial, tax cuts. Tax reform 
then returns to its usual status of something we would like to do but cannot 
afford. 

Four provisions of the pending proposals are particularly important for remov- 
ing tax obstacles to economic growth : 

1. Depreciation.—The tax law has always recognized that in calculating the 
net income of a business a deduction from receipts must be made for the decline 
in the value of capital assets that results from the passage of time, wear and 
tear, obsolescence, etc. Present tax law and regulations strictly limit the rate 
at which these depreciation charges may be taken. The depreciation allowed 
in the early years of an asset’s life is often much less than the actual or probable 
decline in its value. This has a number of serious consequences. Businesses 
are reluctant to replace existing equipment with new equipment when the old 
still has a large value not yet written off. Also a risk is created, especially 
for smaller businesses, that the new equipment will lose its value as a source 
of income before all the allowable depreciation has been taken. Moreover, the 
understatement of depreciation results in an overstatement of income and there- 
fore of tax. In effect, the business is required to pay part of its taxes earlier 
than they would have been due if depreciation were more reasonably calculated. 
This reduces the funds available for business to invest. 

The proposed provision would retain the limitation that total depreciation 
taken may not exceed the cost of the asset. It would also retain a limit on 
the rate at which this depreciation may be taken. However, it would sub- 
stantially relax this limit for investment in new assets after January 1, 1954, 
allowing more of the depreciation to be taken in the early years of the asset’s 
life. 

2. Taxation of dividends.—Under the tax law as it has been since 1936 cor- 
poration profits paid out as dividends are generally taxed twice. The cor- 
poration pays the corporation income tax on the profits and the stockholder 
pays the individual income tax on the dividends that are part of the profits. 
To some extent the corporation’s tax may be passed on to customers in higher 
prices, which is itseif an undesirable feature of the present tax system. But 
this passing-on is not complete and a very substantial element of double taxation 
remains.* 

The double taxation of dividends is unfair. It is not made less unfair by 
the fact that many dividend recipients have large incomes. We already have 
a steeply progressive income tax that taxes persons with high incomes much 
more heavily than persons with low incomes. But there is no reason why 
dividend income should pay more tax than income from some other source. 

Discriminatory taxation of dividends is not only unfair but also economically 
harmful. First, it raises the cost of equity capital (obtained by selling stock) 
and therefore encourages corporations to borrow rather than sell stock. This 
makes the economy more vulnerable to recession. Second, some corporations 
should not or cannot borrow (at least without selling more stock) and therefore 
the increase in the cost of equity capital will prevent some investment oppor- 
tunities from being exploited. Third, a heavy drain is placed upon one of the 
main sources of investment funds—corporate profits—whether in the hands of 
corporations or stockholders. Fourth, potential investors are encouraged to 
divert funds from private productive investment into uses that yield nontaxable 
benefits. 

The proposed provision would provide a moderate amount of relief from double 
taxation of dividends. A taxpayer would be allowed to exclude dividends up 
to $100 from his taxable income. He would also be allowed to eredit against 
his income tax 10 percent of any dividends received in excess of $100 (but not 
in excess of his taxable income after exemptions and deductions). 

The Committee for Economic Development has recommended in the past a 
different method for giving relief from double taxation. This method—the with- 
holding plan—seems to us more logical and to have certain other advantages. 
However, the method proposed in the bill is administratively simple, and so 





1It is sometimes said that double taxation is not peculiar to dividend income bu+ hannens 
te other incomes as well. Thus the wage earner’s income is subject not only to the Federal 
income tax but also to Federal excises if he buys tobacco. for example, and nossibiv to 
States income taxes and local property taxes. But the dividend recipient pays the Federal 
excises and State and local taxes too. No matter how many layers of tax most income 
is subject to, dividend income is subject to one more—the 52 percent corporate profits tax 
that no other income pays. 
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long as the amount of relief given is small the difference among alternative 
methods is not great. 

3. Retention of earnings——With distributed corporate profits taxed twice 
there is in some circumstances an incentive to avoid or postpone the second 
tax by not distributing profits. To prevent this the law provides a penalty tax 
when profits are retained for the purpose of avoiding income tax. However, 
the purpose is naturally difficult to prove. Therefore, the law provides that 
retention of profits shall be considered to be for the purpose of avoiding income 
tax if the amount retained is unreasonable for the needs of the business. The 
burden of proof is on the taxpayer to show that the retention is not unreasonable. 
But the reasonableness of the retention is a matter of business judgment, often 
difficult to demonstrate. 

The result has been great uncertainty for the taxpayer. In addition it has 
tended to stimulate distribution of profits in some circumstances where their 
retention and subsequent investment would be beneficial. 

The pending provision keeps the penalty tax on corporate accumulation of 
earnings for the purpose of avoiding income tax. However, if the corporation 
claims that the accumulation is reasonable for the needs of the business the 
burden of proof is placed on the Treasury to show that it is not reasonable. 
Moreover, the concept of reasonable needs is restated to make clear that it in- 
cludes “reasonably anticipated” needs. 

These changes will reduce uncertainty for the taxpayer. They will increase 
the freedom of business decisions in those cases in which honest judgments may 
differ about the reasonableness of retaining profits. At the same time, the 
penalty will be kept for cases in which intent to avoid tax is clear. 

4. Taxation of foreign income.—Our present tax treatment of foreign income 
is based on the principle of neutrality. By means of a foreign tax credit we have 
tried to avoid subjecting income that has been earned and taxed abroad, and 
then brought back to this country, to a higher total tax than would be paid on 
the same amount of income earned from investments made in this country. 
However, there are reasonable questions about the extent to which the present 
law and regulations do achieve complete neutrality. 

Moreover, it is recognized that the United States has an important interest, 
from the standpoint of both national security and economic welfare, in the eco- 
nomic development of friendly foreign areas. Insofar as possible our contribu- 
tion to this development should come about through private investment abroad. 
One way to stimulate private United States investment abroad would be to 
liberalize taxation of the income from such investment. 

The provision proposed would remove one of two partially overlapping limita- 
tions on the credit for foreign taxes. It would also extend to certain categories 
of investment outside the Western Hemisphere the more favorable treatment 
now provided for Western Hemisphere investment. 

These are steps in the right direction. Questions have been raised about 
whether they are sufficient or the best steps. These questions should be con- 
sidered, especially whether it may not be desirable to go farther than is now 
proposed in encouraging private foreign investment. But in view of the strong 
national interest in encouraging foreign investment, consideration should not be 
allowed to defer action. We will learn from experience, and if experience shows 
the need for changes in the future, they can be made. 

We believe that the provisions proposed with respect to depreciation, taxation 
of dividends, retention of corporate earnings and foreign income are generally 
sound. With desirable improvements, they should be put into effect. 

This long tax bill contains many other features than the four we have discussed, 
CED has not studied them and can only comment on them in a general way. 

One large group of provisions is intended to provide relief to individual income 
taxpayers in particular hardship situations. The deduction of the costs of child 
care, and the liberalization of the deduction of medical expenses are examples. 
The objectives sought here are commendable, and assuming that they are con- 
sistent with the Government’s revenue requirements, these provisions should be 
adopted. 

A second major group of provisions is designed to clarify the tax law, remove 
inconsistencies, and prevent avoidance. Qualified and objective experts have 
raised questions about some of these provisions, particularly those relating to 
corporate reorganizations, partnerships, and fringe benefits, including pensions. 
We have not studied these questions in detail. However, it does seem that reason- 
able doubt has been raised at many points about whether the proposed changes 
would achieve their objectives. Some new uncertainties, inconsistencies, and 
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opportunities for avoidance may have been created in the process of removing 
old ones. 

These questions should certainly be considered carefully, as we understand is 
now being done, and corrections made where study indicates the need for them. 
Where possible, these corrections should be made in time for inclusion in the 
pending bill. In some cases time may be too short for the necessary study and 
corrections. Where this is true the sections or chapters in question should be 
held back for review and existing provisions of law retained. But technical 
revision should not impede approval of the main provisions, which are sound and 
urgent. 

The provisions of the pending tax bill have been criticized as representing an 
application of the “trickle-down” theory of economic policy. This criticism im- 
plies that large tax privileges are being given to a few in the expectations that a 
few drops of benefit will trickle down to the population as a whole. 

This is a mistaken view. 

First, the proposals for tax reform now under consideration provide much relief 
from taxation for individual income taxpayers of small and moderate means. 
Moreover, this relief is made possible now by keeping the corporate profits tax 
rate at 52 percent, despite the provision of existing law that would have reduced 
it to 47 percent. 

Second, these proposals do not change our existing highly progressive income 
tax rate schedule, which imposes much heavier tax burdens on those with higher 
incomes than on those with lower incomes. They do partially correct certain 
situations in which double taxation or overstatement of income results in even 
heavier burdens than the rate schedule implies. This is not the granting of a 
privilege ; it is the reduction of an inequity. 

Third, and most important, the “trickle down” criticism denies the principle on 
which the American economy is organized. This is the principle that every part 
of the Nation has much to gain from the effective operation of every other part 
of the economy. The city dweller gains from the efficiency of the farmer. The 
manual laborer gains from the imagination and insight of the scientist. Simi- 
larly, everybody gains from the vigor of the process of enterprise and investment. 
All American history, with its record of the highest and most rapidly rising stand- 
ard of living ever known, testifies that the gains have been a flood, not a trickle. 
The stimulus that tax reform can provide to enterprise and investment will sus- 
tain and swell this flow of benefit for all. 

The proposals for tax reform that are now under consideration were not in- 
tended as emergency measures to correct the current economic recession. They 
are timely proposals and will contribute to recovery. But they are basically 
long-run improvements in our tax system that will serve us well for a long time 
in periods of good business as well as in periods of readjustment. 

Whether it may be desirable to make a special reduction of taxes, to increase 
purchasing power as an antirecession measure, and if so what form the tax 
reduction should take, are questions that should be considered separately. These 
questions were discussed in a policy statement recently issued by CED, entitled 
“Defense Against Recession.” It was our conclusion that in situations of serious 
economic decline, although not in moderate recession, a temporary tax reduction 
would be helpful. We suggested that if a temporary tax cut is called for as a 
recovery measure, an across-the-board cut in income taxes would be the most 
appropriate step. 

We believe that the problem of antirecession tax policy deserves attention, so 
that we may be prepared to act if a situation arises in which such action is desir- 
able. But it would be a serious mistake to mix up the questions of tax reform and 
antirecession tax reduction. This could only distract attention from the serious 
and difficult problems of reform and would not improve the possibility of devel- 
oping a timely stabilization program. 

The tax proposals now before your committee represent a mature and respon- 
sible approach to difficult questions. The economic and political problems we face 
in the United States have become enormously complicated, for reasons too well 
known to enumerate. In the solution of these problems not only progress but 
survival itself is at stake. We have no room left for those common features of 
tax discussions—dogmatism and demagoguery. Our ability to act constructively 
on the proposed tax reforms will be critical evidence of our ability to deal with 
the problems of the midtwentieth century. 
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(Supplemental letter referred to on p. 778.) 


NATIONAL ASSOCIATION OF RETIRED Crvi, EMPLOYEES, 
Washington, D. C., April 80, 1954. 
Hon. Evcene D. MILLIKIN, 
Chairman, Committee on Finance, 
United States Senate. 


Dear Mr. CHARMAN: This association through my letter to you of March 30, 
1954, and the statement of Marcellus C. Sheild, chairman of our legislative com- 
mittee, to your committee at the hearings on April 12 last, has conveyed to you 
its interest in relief from the 30-percent tax on nonresident alien individuals 
of retired civil employees of the United States Government who are citizens of 
the Philippines. 
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Our request to your committee lies in the amendment of section 871 of H. R. 
8300, or some other appropriate section of the bill, to bring relief to these alien 
employees retired from service of the United States who became aliens through 
Philippine independence which was brought about with the aid and consent of 
the United States. 

Supplementing the letter and testimony referred to, I enclose herewith a copy 
of a note which has been transmitted to the Department of State on behalf of 
the Philippine Government in the interest of these retirees. 

With assurances of my esteem and appreciation for your interest in the matter, 
I am 
Sincerely yours, 


Frank J. WILsoN, President. 


The Chargé d‘Affaires ad interim of the Philippines presents his compliments 
to His Excellency the Acting Secretary of State and has the honor to refer to 
the Embassy’s note of March 6, 1953, and His Excellency’s reply dated April 3, 
1958, concerning the income tax imposed upon the annuities under the Civil 
Service Retirement Act of the nonresident, alien, retired employees who are 
Philippine citizens. 

In the aforementioned note of the Embassy it was stated that the imposition 
of the Federal income tax of 30 percent on the annuities received by the Federal 
civil service retired employees who are Filipino citizens would work a serious 
hardship on them and their families. 

The Chargé d’Affaires is informed that the total number of 3,052 nonresident, 
alien, retired employees under the Civil Service Retirement Act, 2,020 are resi- 
dents of the Philippines; and of the total number of 586 survivor annuitants 
outside of the United States, 333 are residents of the Philippines. The average 
annuity of a retired employee in this category is a little over $600 a year before 
tax, and the average annuity for survivors is $250 a year before tax. It can 
readily be seen that the imposition of the 30-percent tax on these meager amounts 
constitutes a very heavy burden on those former employees of the United States 
Government and their families. 

Undoubtedly the motive behind the policy to grant retirement annuities to 
these persons is to give partial recognition in terms of tangible benefits to their 
long and faithful service to the United States Government. To withhold almost 


one-third of the amounts authorized by law, in the form of income tax, is to 


that extent tantamount to defeating the very purpose of the retirement law. 

Furthermore these retired employees earned the right to the retirement 
annuities during the time when they were not aliens to the United States. 

The note of the Embassy referred to above sought the good offices of the 
Department of State to the end that appropriate legislation might be enacted 
to grant the retired employees concerned relief from the income tax of 30 
percent under reference. 

The Department of State evidently convinced of the merits of the case of 
the Filipino retired employees stated in its note of April 3, 1953, referred to 
above, that: 

“The Department is pleased to inform the Ambassador that it is in favor of 
legislation similar to H. R. 8465, introduced in the 82d Congress, which would 
grant such former alien employees of the United States Government annual 
exemption of $600, if under the age of 65, and an additional $600, if age 65 
or over, before application of the tax rate to the annuity income. The appro- 
priate Department of this Government has been requested to seek reintroduction 
on a priority basis of the necessary legislation.” 

However, no bill to this effect has been introduced in Congress. 

The Chargé d’Affaires would like to solicit again the assistance of His Ex- 
cellency in this matter. It is believed that the desired relief could be accom- 
plished by amending section 871 (tax on nonresident alien individuals) of H. R. 
8300 now pending in Congress by exempting the Filipino retired civil-service 
employees of the United States Government now residing in the Philippines 
from the tax provided therein. 

The Chargé d’Affaires would be grateful if His Excellency could see his way 
clear to recommending to the appropriate authorities this proposed relief. 

EMBASSY OF THE PHILIPPINES, 

Washington, 22, April 1954. 
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(Supplemental letter referred to on page 986 :) 


Dresser INDUSTRIES, ING., 
Dallas, Tex., April 16, 1954 


Re Revenue Code of 1954, H. R. 8300 


Hon, Eveene D. MILLIKIN, 
Chairman, Finance Committee of the Senate, 
Senate Office Building, Washington D. C. 

Dear SENATOR: I recently wrote you concerning changes being made in thx 
above law which I believe are inequitable. In addition to those changes, I can- 
not help but feel that the proposed changes in H. R. 8300 covering the liquida 
tion of a subsidiary (sec. 331 et seq.) are a step in the wrong direction. 

I think the business of our company is representative of many companies 
doing business in various States and with different lines of products. As such, 
it has been found necessary to conduct much of our business through various 
wholly owned subsidiary corporations. The use of such subsidiary corporations 
is necessitated by various legal and practical considerations, but it is our desire, 
wherever and whenever practical, to liquidate these subsidiaries and thereby 
simplify our organizational structure. Heretofore, by virtue of section 112 
(b) (6) of the Internal Revenue Code, we were able to so liquidate wholly 
owned subsidiaries without any gain or loss or without any change in basis of 
the assets. In other words, the present law recognizes that there has, in fact, 
been no change of any significance insofar as taxes are concerned. This should 
continue to be the case, for such liquidation of a wholly owned subsidiary is of 
no economic effect insofar as Dresser Industries or its shareholders are 
concerned, 

Under the proposed new code, however, this simple transaction has been 
drastically changed. The proposed rules covering the transaction are extremely 
complicated. It appears, however, that, while no tax will be collected when 
a subsidiary is liquidated (for any gain is considered a dividend and a 100 
percent dividend received credit is allowed), under some circumstances there 
may be a reduction in the basis of the assets arising out of the transfer. To this 
extent, the provisions of section 112 (b) (6) have been changed to the disad 
vantage of the taxpayers. 

While the possibility of having a reduction in basis result from a liquidation 
of a subsidiary into a parent is serious, perhaps a far more serious drawback 
is the injection of the concept of the fair market value of the assets into the 
problem. Heretofore, when a wholly owned subsidiary was liquidated, no 
necessity was presented for establishing the fair market value of the assets. 
This was very important to the taxpayers for in manufacturing concerns like 
ours such a valuation is not easily established. Such concerns do not have a 
ready market, and the value thereof is a matter of opinion where experts can, 
and frequently do, differ. It will thus always be difficult to establish the fair 
market value of the assets of an operating subsidary. However, unless this can 
be done, it will be impossible to determine whether the fair market value of 
the assets is greater than or less than the adjusted basis of stock. Therefore, 
an area of dispute will exist as to whether a gain or a loss is to be recognized. 
Furthermore, in cases where gain is recognized under section 331 (b), uncertainty 
will exist as to the basis of the assets in the hands of the parent, for the basis 
will depend on whether the value of the assets exceeds the adjusted basis 
thereof. 

The above complications are compounded when the rules with respect to 
appreciated inventory are considered. Here again the tax consequences depend 
upon the fair market value of the inventories and the fair market value of the 
other assets. Who can say what is the fair market value of inventories of a 
manufacturing concern where such inventories consist largely of work in various 
stages of manufacturing? I am very much afraid that the uncertainty which 
will be engendered if this new law is not changed will result in instances where 
the valuation of assets will be litigated many years after the liquidation has 
taken place. You may recall that under the reorganization provisions of the 
1932 act the market value of the assets was a criterion in determining whether 
or not the reorganiaztion was tax free. We have recently experienced a 
situation where such a reorganiaztion took place in 1933, and both the taxpayer 
and the Bureau considered the value of the assets such that for 17 years there 
after both parties considered the transaction as a tax-free transaction. In 1950 
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the Bureau changed its mind concerning this valuation, and we thus found 
ourselves in 1953 engaged in Tax Court litigation, attempting to prove the value 
of the assets as of 1983. Such a situation is, of course, grossly inequitable; and 
laws which tend to create such situations serve neither the ends of justice, nor 
do they solve the need for revenue. 

Our experience with section 112 (b) (6) of the old law leads us to the belief 
that it was a simple, straightforward, and equitable method of handling the 
problem of the liquidation of a subsidiary. The proposed new law has changed 
this so that in place of section 112 (b) (6) we have many highly complicated 
provisions which, as stated above, cannot help but spawn litigation. We there- 
fore respectfully urge that H. R. 8300 be changed to restore the provisions of 
section 112 (b) (6). 

We will deeply appreciate your efforts in this regard. 

Very truly yours, 
R. E. Rermer, Vice President. 


SUPPLEMENTAL STATEMENT SUBMITTED By E. L. GriMes, EXecutTive Vice PREsI- 
INCOME TAXES, SECTIONS 1035, 166 (F), 1221, H. R. 8300 


INCOME TAXES, SECTION 1035, 166 (F), 1221, H. R. 8300 


This brief is directed to and is an objection to the changes made by the above 
as they apply to bad debts on the foreclosure of liens of personal property. 


FACTS 


1. Section 1035 provides in effect that no bad-debt loss to a creditor is available 
where he acquires title to property previously held as security. Such bad-debt 
loss is postponed until ultimate disposition of the property. 

2. Section 166 (f) denies a bad-debt deduction or an addition to a bad-debt 
reserve on all transactions above referred to under section 1035. 

8. Section 1221 in defining capital assets excludes accounts and notes receiv 
able generally but apparently makes an exception of installment obligations to 
which section 4583 (d) applies and other obligations to which section 1035 applies 
(accounts and notes receivable secured by property). Under section 1035 the 
character of the indebtedness foreclosed upon governs as to whether the gain 
or loss is to be treated as a capital or ordinary gain or loss. 

4. The exact extent of section 1035 as to when it does and when it does not 
allow a loss is unknown. 

5. From the committee report accompanying H. R. 8300, it appears that sec 
tion 10385 is primarily directed at property applicable to real estate involving 
mortgage transactions where that property is bid in at a foreclosure sale at a 
nominal value and a substantial bad-debt loss is taken by the creditor. The 
creditor then holds the property for more than 6 months, when it is sold at a 
figure at the equivalent of the fair value or more at that time or time of fore- 
closure and is, according to the decisions, treated as a capital gain. 

6. Commercial Credit Co. and its banking subsidiaries, in company with other 
finance companies, make loans which are secured by tangible personal property 
pledged as collateral. Various types of instruments are used, such as con- 
ditional sales contracts, chattel mortgages, lease agreements, and trust receipts. 

7. There may be several remedies available, one of which is foreclosure on 
property securing the contract. Would foreclosure remedy have to be employed 
under section 1035? 

8. Because we deal in loans secured by tangible personal preperty, it is not al- 
ways economically possible to repossess and foreclose. Does section 1035 deny 
loss unless such property is foreclosed upon, or, in the alternate, to take a bad 
debt. writeoff, do we just repossess and not commence any foreclosure proceed- 
ing in those States that allow an election of remedy for default on the contract? 

9. Because of the nature of the property securing the contract which may be 
easily moved from place to place, it is not always possible to repossess and fore- 
close on the property. For example, a debtor may skip with an automobile and 
the finance company is unable to locate him. Because the loan is secured by a 
chattel mortgage would the finance company have to defer taking its loss under 
section 1035 until the car is located, repossessed, and disposed of? 

10. Because of some legal technicality considerable time may elapse before 
the collateral may be disposed of, would section 1035 prohibit deducting a known 
loss until such collateral is disposed of? 
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11. The finance business does not follow the practice of bidding in property at 
a foreclosure sale at a nominal value to increase a bad-debt writeoff for tax 
purposes, then hold the property for more than 6 months and sell it at a figure 
greatly in excess of the bid price. This has never been available to the finance 
companies and is not now a practice. No finance company will hold a chattel 
aequired by foreclosure for as long as 6 months if at all possible before sell- 
ing it. 

12. As a matter of practice, except where market conditions are so depressed, 
the tangible property is sold almost simultaneously with the foreclosure and 
the amount of bad debt is determined as a writeoff at that time. 

13. Any subsequent recoveries by finance companies at whatever time received 
in the form of salvage realized from deficiency judgments, etc., is applied to 
reduce the ordinary losses, or treated as ordinary income. 

14. Section 166 (f) is not clear. There appears to be an implication that the 
reserve method for bad debts is not available on accounts and notes receivable 
which are secured by property. 

15. Would a company dealing in loans secured by personal property, currently 
on the reserve method be required to change to the charge-off method? 

16. Section 1221 in defining “Capital assets” excludes accounts and notes 
receivable generally (par. 4), but makes an exception of obligations to which 
section 1035 applies (accounts and notes receivable secured by property). 

17. Section 1221, paragraph 4, is a new provision which excepts from the 
definition of capital assets accounts or notes receivable acquired in the ordinary 
course of trade or business for services rendered, or from the sale of property 
(inventory) held by taxpayer primarily for sale to customers in the ordinary 
course of his trade or business. 

18. This section is not clear, and it appears to be rather restrictive as to the 
notes and accounts receivable that are to be excluded. Would notes and accounts 
purchased by a finance company be considered as coming under this exclusion 
clause? 

CONCLUSION 


Section 1035 should be amended by including a provision permitting a deduc- 
tion for losses on notes and accounts receivable at the time a loss is ascertained 
without first having to dispose of the property securing the debt, when the follow- 
ing conditions are met: 

(a) Accounts and notes receivable must be acquired in the ordinary course 
of business. 

(b) Property securing the debt must be tangible personal property. 

(c) Income from the accounts and notes receivable must have been treated 
by taxpayer as ordinary income. 

(ad) Sale of the property and any salvage or recoveries on the debt must 
be treated as a reduction of the loss from bad debts or as ordinary income. 

Section 1221, paragraph 4, should be amended so as to broaden the accounts 
and notes receivable to be excluded from the definition of capital assets, to 
include such notes and accounts acquired in the ordinary course of business, the 
income from which has been treated as ordinary income, and any salvage or 
recovery on bad debts treated as a reduction of losses or ordinary income. 

Similarly an amendment to section 166 (f) should be made permitting a pro- 
vision for reserve for bad debts on accounts and notes receivable meeting the four 
conditions enumerated above under section 1035. 

Dated at Baltimore, Md., the 26th day of April 1954. 

Respectfully submitted. 

CoMMERCIAL CreptT Co., 
By PB. L. Grimes, Brecutive Vice President. 


StTaTe FINANCE Co., 
Des Moines, Iowa, April 21, 1954. 
Hon. EvcEene D. MITLIKIN, 
Senate Office Building, Washington, D. CO. 

My Dear Senator: Enclosed I am sending you two proposed revisions of sec- 
tion 312 (c) of H. R. 8300 relating to the deductibility of interest on sub- 
ordinated bonds. 

I am enclosing a pamphlet * which points out the need for a change in present 
language of the bill in order to avoid certain hardships and inequities that 
would occur under sections 275 and 312 (c) and (d) as now drafted. 


1The pamphlet referred to appears in Mr. Peterson’s prepared statement, p. 1017. 
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The enclosed revisions would deny an interest deduction on subordinated 
notes held by persons who own 25 percent of more of the common stock if the 
total amount of subordinated notes so held exceeds 75 percent of the net worth 
of the corporation. This would mean that the interest on such obligations 
would be disallowed in all cases where the corporation is undercapitalized 
sometimes referred to as “thin incorporation’). This change would prevent 
any interest deduction in all cases of this kind unless the stockholders have a 
substantial stock equity in the business equal to 133 percent of the total sub- 
ordinated notes held by persons who own 25 percent or more of the common 
stock. 

Yours very truly, 
JOHN BH. Prrerson. 
REVISION A 


Proposed revision of subsection (c) of section 312 of H. R. S300 relating to 
leduction of interest on subordinated bonds if clause (2) relating to income 
debentures remains in the bill: 


“SECTION 312. DEFINITIONS RELATING TO CORPORATE DISTRIBU- 
TIONS 


“(e) Securities.—The term ‘securities’ means an instrument representing an 
obligation (or obligations) of a corporation to pay a sum certain in money on a 
definite maturity date or dates other than open account indebtedness 

“(1) which in the case of obligations held by persons who together own 
25 percent or more of the participating stock is not subordinated to the 
claims of trade creditors generally ; 

“(2) payments, if any, for the use of the principal amount of which are 
not dependent in amount upon the earnings of the corporation and are 
unconditionally payable not later than the maturity date of the principal 
amount. 

“(3) The provisions of (1) and (2) of this subsection (¢) shall not apply 
to obligations which are subordinated to the claims of trade creditors 
venerally if the total principal amount of such subordinated obligations 
held by persons who together own 25 percent or more of the participating 
stock does not exceed 75 percent of the total amount of surplus and out 
standing capital stock of all classes of the corporation. 

“(4) For the purpose of this subsection (c), in determining the owner 
ship of stock and debt, section 311 shall be applicable.” 


REVISION B 


Proposed revision of subsection (c) of section 312 of H. R. 8300 relating to de 
duction of interest on subordinated bonds if clause (2) relating to income de- 
bentures is to be completely eliminated. 


SECTION 312. DEFINITIONS RELATING TO CORPORATE DISTRIBU- 
TIONS 

“(¢) SecuritTiEs.—The term ‘securities’ means an instrument representing an 
obligation (or obligations) of a corporation to pay a sum certain in money on a 
definite maturity date or dates other than open account indebtedness. The 
term ‘securities’ does not apply to or mean an instrument representing an 
obligation (or obligations) which are subordinated to the claims of trade credi- 
tors generally and |.eld by persons who together own 25 percent or more of the 
participating stock ii the total principal amount of such subordinated obligations 
held by persons wh. together own 25 percent or more of the participating stock 
exceeds 75 percent of the total amount of surplus and outstanding capital stock 
of all classes of the corporation. For the purpose of this subsection (c), in 
determining the ownership of stock and debt, section 311 shall be applicable.” 

Prepared by John E. Peterson of the Iowa Bar, 207 Ninth Street, Des Moines 
Iowa. 


(Whereupon, at 12:10 p. m., the committee recessed, to reconvene 
at 10 a. m., Friday April 16, 1954.) 
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